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FORWARD-LOOKING AND CAUTIONARY STATEMENTS

This presentation contains forward-looking statements about our industry, business, plans and objectives, financial condition and results of operations that are based on our current

expectations, assumptions, estimates and projections. These statements discuss future expectations, identify strategies, discuss market trends, contain projections of results of opera-

tions or of aur financial condition, or state other forward-looking information. These [orward-looking staternents are subject to various known and unknown risks, uncertaintias and

other factors that could cause our actual results to differ materially {rom those suggested by any forward-looking statement. We assume no duty or obligation to update any lorward-

looking stalement or to advise of any change in the sssumptions and lactors on which they are based.

Risks, uncertainties or other factors that could cause actual results to difler materially from those expressed in any [orward-looking statement include, without limitation:

. health concems relating to the use of tobaceo products;

legal or regulatory developments and changes, including, without limitation, tax increases and restrictions on the sale, marketing and usage of tobaceo products, and governmental
investigations and privately imposed smoking restrictions;

. litigation in Japan and elsewhere;

our ability to [urther diversify our business beyond the tobacco industry;

our ability to successfully expand internationally and make investments outside of Japan;

competition and changing consumer preferences;

the impact of any acquisitions or similar transactions,

local and global economic conditions; and

. Huctuations in foreign exchange rates and the costs of raw materials.
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Unless otherwise specified in this annual report, the information herein is as of June 23, 2006,
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Millions of yen Millions of

U.S. dollars
20020 2003® L2004 2005 2006% 2006
For the year:
‘_Net sales ¥ 4,544,175 ¥ 4402264 ¥ 4,625,151 ¥ 4,664,514 ¥ 4.637,657 $ 39,480
EBITDA Mo 334,119 337,296 373435 400,115 433391 3.689
Operating income 163,805 188,963 234,034 273,371 3006946 2613
__Ne_t 1nmme (l()ss) 3 36,850 75,302 (7,603) 62,584 201.542 1 716
Free cash flow (FCE) e 31413 170,372 269174 269 459 145,590 1,239
Atyear-end:
Total assets ] - ¥ 3,063,077  ¥2957,665 ¥3,020,084  ¥29082,0356 ¥ 3.037379 $ 25,857
Total shareholders' equity 1,613,105 1,622 654 1,507,937 1,408,204 1,762.512 15,004
Ratios:
Retum on equity (ROE) 2.4% 4.7% (0.5%) 4.2% 12,4% e
Return on asset (ROA) 5.4% 6.4% 7.9% 9.2% 10,4% —
Equity Ratio 52.7% 54.9% 49.8% 50.2% 58.0% —_
Amounts per share (in yen and U.S. dollars):
Net income ¥ 18425 ¥ 37,528 ¥ (3967) ¥ 32,090 ¥ 105,085 $ 895
Shareholders’ equity 806,552 811,204 771,516 781,814 919,780 7,830
Cash dividends applicable to the year 8,000 10,000 10,000 13,000 16,000 .136
F1i ial Highlight
Japan Tobacco Inc, and Consolidated Subsidiaries
Years ended March 31 :
EBITDA and Net Income (Loss) and ROE Free Cash Flow Cash Dividends Applicable
Operating Income to the Year
(Billions of Yen) (Billions of Yen) (%) \“\ (Billions of Yen) {Yen}
50,000 200 20 300 20,000
40,000 150 1s 15,000
200
30,000 100 10
10,000
20,000 50 5
100
10,000 0 O 0 5000
0 1 -50 -5 0 [l 0
02003 04 05 06 02 03 04 05 06 203 V4 05 06 0203 04 05 06
{3 Net Sales [ Operating Income [3J Net Income (Loss) — ROE (Years ended March 31) (Years ended March 31)
{Years ended March 31) (Years ended March 31)

Notes: 1. Figures stated in U.S, dollars in: this report are translated solely for convenience at the rate of ¥117.47 per §1, the rate of exchange s of March 31, 2006.
(1) Effective from April 2000, the consolidated fmancial statements have been prepared in accordance with new accounting standards for financial mstmaments, foreign curency transactions and
employees retirement henefits.
(2) Effective from January 1, 2002, goodwill and other intangible assets of a foreign consolidated subsidiary have been accounted {or in accordance with new accounting standards. Also, effective
April 2002, the Company changed its method of accounting for the translation inte Japanese yen of the revenue and expense accounts of foreign consolidated subsidiaries.
(3) As discussed in Note 3 o) to the consolidated financial statements, effective {rom April 2003, the Company changed its method of accounting for the Obligation under the Public Official Mutual
Assistance Association Law.
(4) As discussed n Note 3 0) to the consolidated [nancial statements, effective from April 1, 2005, the consolidated financial statermnents have been prepared in accordance with new accounting stan-
dards for impairment of fixed assets.
. EBITDA = operating mcome + depreciation and amortization
Depreciation and amertization = depreciation of tangible fixed assets + amortization of intangible fixed assets + amortization of long-term prepaid expenses + amortization of goodwill
. FCF = (cash flow from operating activities + cash flow from investing activities) excluding the lollowing items:
From “cash flow [rom operating activities”, Dividends received / interest. received and its tax effect/ mterest pad and its tax effect
From: “cash flow from tnvesting activities™: Cash outflow fom purchase of marketable securities / proceeds from sales of marketable securities / cash outflow from purchases of investment securities /
proceeds from sales of investment securities / others (but not business-related investment securitizs, which are included in the investment securities item)
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Hiroshi Kimura
President and CEO and Representative Director

To Our Shareholders,
Customers, and Employees

Strategic Significance and Overview of FY 3/2006

FY 3/2006 was a year of immense change and challenge that will leave
an indelible mark on the company’s history.

At the end of April 2005, the Marlboro license agreement for the
Japanese market with Philip Morris, which had lasted approximately 30
years, was terminated. With this decision, we parted company with the
Marlboro brand, which commands the largest sales of any cigarette brand
in the world. In so doing, we lost a brand that accounted for more than
10% of the total sales volume of our domestic tobacco business.

However, our brand pertfolio was strengthened by transferring
Camel, Winston, Salem, and other products which had been managed
by JT international in Japan. to the domestic tobacco business.
Competition between Philip Moris, British American Tobacco and JT
in the Japanese market has entered a new dimension that finds the
world-leading brands of each of these makers engaged in increasingly
severe competition for market share.

As the adult population of Japan declines, and the aging of

6 JT Annual Report 2006

society progresses, the environment surrounding tobacco has
become more severe, and the demand for tobacco products in the
Japanese market is undergoing a structural decline. During FY
3/2006, these fundamentals were compounded by the risk that JT's
profitability would decline substantially due to the loss of business
resulting from the termination of the Marlboro license agreement.
“JT PLAN-V” was formulated in response to these changes, and
drove a number of painful cost structure reform measures, including
the consolidation of domestic tobacco production factories and the
voluntary retirement of the equivalent of one third of our employees
on a non-consolidated basis. These policies allowed us to firmly
maintain the profitability of our domestic tobacco business. In addi-
tion, buoyed by solid performances from the international tobacco,
pharmaceutical and foods businesses, we achieved results that far

exceeded all management targets set under *JT PLAN-V.”

(1) Domestic tobacco business

The domestic tobacco business—the core source of profits of the JT




During FY 3/2006, the final year of “JT PLAN-V,” we achieved results

that far exceeded all EBITDA, ROE, and Cumulative FCF management

targets for the period between FY3/2004 and FY3/2006. We [eel that

these results demonstrate that JT has the power to overcome the current

severe business environment. The results also provide clear feedback

that the company is realizing its aspirations 10 create an appropriate cor-

porate image and organizational culture.

Group—succeeded in reforming its cost structure. Although the tobacco
excise tax will increase from July 2006 and further declines in sales vol-
ume are expected, we believe we have already constructed a business

base that is capable of coping with these changes.

(2) International tobacco business

The intemational tobacco business continued to strengthen its role as
the driving force for profit growth of the JT Group. In FY 3/2006, sales
volume of this business exceeded that of the domestic tobacco busi-
ness. On the profit side, our intemational wbacco business achieved a
remarkable degree of organic growth, led by the sustained growth of

its Global Flagship Brands (GFB), and outstripping that of its rivals.

(3) Pharmaceutical business

In the pharmaceutical business, we moved four new compounds into
the clinical development stage during “f1T PLAN-V” period, exceeding
the management target set under “JT PLAN-V” of entering three new
compounds into clinical development. In addition, during FY 3/2005,
we licensed JTT-705 (dyslipidemia) to F. Hoffmann-La Roche Ltd., and
JTK-303 (anti-HIV) to Gilead Sciences Inc. These developments have
demonstrated the strength of JT's research and development capabili-

ties and have contributed to increasing the company’s business value.

(4) Foods business
After achieving an operating income surplus in FY 3/2005, a year ahead

of the target set under “JT PLAN-V,” the foods business went on to

solidify its profit-generating characteristics by further expanding its
earnings in FY 3/2006. Now that we have put this business on a firm
footing, we have reached the stage where we can look ahead to the

prospect of achieving new growth.

FY 3/2006 Performance

JT's net sales for FY 3/2006 totaled ¥4,637.7 billion, a decrease of

¥26.9 billion (0.6%) from the previous fiscal year, mainly caused by
the decline in sales volume of the domestic tobacco business.

We succeeded in overcoming the effects of this reduction in sales
through the implementation of cost structure reforms in the domestic
tobacco business, and the achievement of expanded eamings growth
in the international tobacco and the foods businesses. Thanks to these
efforts, EBITDA grew by ¥33.3 billion to ¥433.4 billion (an 8.3%
increase) compared with the previous fiscal year, and operating
income rose by ¥33.6 hillion to ¥306.9 billion (a 12.3% increase)
compared with the previous fiscal year. Moreover, with the significant
decrease in business restructuring costs that had totaled ¥224.8 billion
during the previous fiscal year, the extraordinary profit and loss bal-
ance improved. As a result, net income for the fiscal year totaled
¥201.5 billion, an increase of ¥139.0 billion (222.0%) compared with
the previous fiscal year.

Accordingly, EBITDA, operating income, recurring profit and net

income all set new record highs, an outstanding performance which

To Qur Shareholders, Customers, and Employees 7




allowed the company to complete “JT PLAN-V” with great success.

After taking into account the above performance, JT has decided
to pay a dividend for FY 3/2006 of ¥16,000 per share. With respect to
dividends, our basic policy is aimed at providing a competitive level of
returns to shareholders in the capital market through an optimal cash
flow allocation in accordance with our consolidated financial results.
Taking this into account, during the period of “JT PLAN-V," we have
sought to increase the dividend level on a continual basis.

Moreover, in order to create an environment that makes it easier
for nvestors to invest in our company, we have lowered the minimum
unit of investment by conducting a stock split for the purpose of
expanding the company’s investor base. Under this measure, we carried
out a five-for-one split for all existing shares held by shareholders listed

or recorcled on the final shareholders’ name list dated March 31, 2006.

New Medium Term Management Plan “JT2008”

In May 2006, we announced *JT2008” as the new medium term
managemment plan to follow “JT PLAN-V.” Tt is vitally important that
we realize sustainable growth in the future from the strong business
foundation we have constructed through the implementation of “JT
PLAN-V” so that the results gained over the past three years will not
be merely temporary. In the course of “JT PLAN-V” we realized
results that far exceeded the targets set out in the plan—an achieve-

ment that has proven ] T’s power to overcome severe changes in the

JT Anuowal Report 2006

business environment. We also obtained feedback through “JT
PLAN-V” that has allowed us to realize our desired corporate image
and organizational culture.

We consider people to be the most important prerequisite for sus-
tainable growth. Over the next three years, we will focus both on
enhancing the competitiveness of our personnel who will become a
driving force for growth, and against this background, on reinforcing
our organizational strength. In addition, we will invest actively in R&D
to promote further organic growth.

The major tasks for each business are as follows.

(1) Domestic tobacco business

The domestic tobacco business will remain as the core sowrce of profits

of the JT Group in the future. In this business, we will aim to maintain

current level of profits as well as boldly rise to the challenge of achiev-

ing top-line growth. In addition. we will make efforts to improve cus-

tomer satisfaction and will 11y to achieve harmonious coexistence -
between smokers and nonsmokers in an environment in which various

tobacco-related regulations are being enforced.

(2) International tobacco business

The international tobacco business will continue to achieve powerful
growth as the driving force for profit growth of the JT Group over the
coming years. To achieve this, we will continue to implemnt our basic
strategy, which includes strengthening the equity of GFB, concentrating

on core markets, continuous investment in quality, and cost efficiencies.



(3) Pharmaceutical business

The pharmaceutical business will focus on advancing its clinical com-
pounds to higher phases of clinical study, and further enhancing its
R&D pipelines by promoting drug discovery. We will work to steadily
advance the pipeline status of compounds cirrently under develop-

ment and work towards the development of new world-class drugs.

(4) Foods business
The foods husiness will aim at even greater profit expansion. By further
strengthening its profitability, this business will make a growing contri-

bution to improving the corperate value of the JT Group.

With regard to the use of capital under “JT2008,” top priority will
be given to business investment. In addition to ordinary investment
in plant and equipment, for example, we will also explore ways of
gaining access to external resources. Moreover, we are preparing to
meet flexible capital demands by expanding our internal reserves
for business investment where appropriate.

Our basic dividend policy and aim is to provide a competitive
level of returns to shareholders in the capital market. In considera-
tion of the status of our medium and long-term growth strategy and
our consolidated financial results forecast, we are aiming at a consol-
idated pay-out ratio of 20%, while also endeavoring to increase the
dividend level. Furthermore, we are considering a share buy-back

with the objective of expanding our future management options.

Toward Delight Which Exceeds
Stakeholder Expectations

In the new medium term management plan *JT2008,” our manage-
ment vision and our commitment to improving the satisfaction of
our sharcholders, customers, employees, and society. while main-
taining a good halance between our responsibilities to each, remains
unchanged. We consider this to be the most challenging autitude
and approach to corporate management, and we are united in our
resolve to pursue this path by maintaining a healthy sense of crisis
at all times. T believe that by continuing to follow our present
course, we are ensuring a bright future for the JT Group.

In closing, 1 ask our stakeholders to continue to provide us
with your full understanding and support as we implement our

management strategy into the future.

June 2006

- V. ot

Hiroshi Kimura
President and CEO and Representative Director

Te Our shareholders, Customers, and Employees Q




Special.Feature:

Medium Term Management Plan

During the period of *JT PLAN-V,” the previous medium term management plan which covered the three-

year period that ended March 31, 2006, we faced significant changes in the operating environment, including

JTs termination of the Marlboro license agreement and the increase of the wbaceo excise tax in Japan. ‘}\ i
However, as a result of the Group-wide eflort 1o improve top-line performance and implement cost structure PR
reform, we achieved all the management targets set under “JT PLAN-V” and established a solid Toundation

for our transformation to a *Global Growth Company that Develops Diversified, Value Creating Businesses”.

Despite the record high profit achieved for the fiscal year ended March 31, 2006, the success of *JT
PLAN-V” is merely one milestone on our constant voyage to grow the business in a dynamic operating
environment. With the launch of our new medium term management plan, “JT2008,” which inherits
and evolves the previous plan’s strategy to ensure sustainable growth for the coming years, JT is chart-

ing a new and exciting course for the company’s future and for its stakeholders.

o a é
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i
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2004 2005

is ylelchng steady' reaultb

; 975
[
O EBITDA
(reported; before royalty
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2005

e in the phdrmaceuncal biisiness, ‘the buqmcss P

target was to move three compounds Wlth the« I + Move three compounds wnh potenual to become new world-class drugs
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on to the clinical development stage. We

steadily enhanced the pipeline, and move Code ndicaion Development Stage
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' FERNE ' i Hyperlipidemia Domestic: Phase i1
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Summary of New Medium Term Management Plan

“J T 2 0 0 8 7 (FY3/ZOO‘7—FY3/2009)

about to face a crucial stage in thc, dChl(.’ (bl

fumle The achievement of “JT PLAN-V" was an 1mportant st :

towards becommg a global growth company»(that develops chver

overcome chqllenges m the operatmg en'\

o v achleve sustamable growth beyond “JT2008.”
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e
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The operation of vending machines with
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Promonon Strategy
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introducing this new- tcchnology

We will also pursue an env1ronment i O Imroduce kughspeed madum more than 10,000 cigarettes per minute) for a flexible manu-
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coexist, and will fulfill our: re:,ponblbﬂm‘ asthe o «Efﬁctemly mtroduce and Operatc vendmg machines with adult identification functions»

leadmg company in the domestic: market.
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Ichiro Kumakura
President, Tobacco Business

Our domestic tobacco business
will continue in its vole as the
core source of profits of the JT
Group by overcoming operating
environment changes, including
decreasing total demand and

severe (‘.()l‘npﬁii tion,

Business Performance

FY 3/2006 business performance summary

— Total sales volume of JT products: 189.5 billion cigarettes,
down 11.2% (see note)

— Net sales excluding taxes: ¥1,173.2 billion, down 2.5%

— Operating income: ¥220.1 billion, up 2.0%

- EBITDA: ¥305.8 billion, up 3.3%

(Note) In addition to the figure stated above, the company also sold 3.2 billion cigarettes
at duty-free shops in Japan and in the markets of China, Hong Kong and Macay,
which are under the control of the Company's China Division.

Sales growth strategy
JT's top-line growth strategy for the domestic tobacco business is
three-fold: First, develop an accurate assessment of the overall

market in order to focus on products for growing segments, such

20 JT Annual Report 2006

as the 1-mg tar, menthol, and premium (¥300 per pack or above)
segments; second, a vigorous launching of new products mainly in
these market segments and last, executing efficient sales promo-
tion activities.

During FY 3/2006, we launched 14 products including three
l-mg tar, five menthol. 11 premium, and five D-spec* products.
We also expanded the sales areas of the eight products which we
currently distribute on a geographically limited basis, including
Planissimo Péche Menthol One.

In addition, the company reinforced its brand portfolio by
consolidating the domestic operations of JTI for Camel, Winston
and Salem into JT's domestic lineup. This change took effect in
May 2005, and has resulted in more efficient sales promotion
activities and an expanded range of product strategy options.

* D-spec products, reduced odor segment products (known as “Less Smoke Smell” products
abroad), incorporate the company's odor-reducing technology in response to customer
demand for a reduction in the smell of tobacco smoke.




J7T’s share of Growing Segments and D-spec

(%)
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Cost structure reform

We have strengthened our cost competitiveness with clear meas-
ures that anticipate risk, and through consistent efforts to reduce
fixed costs and minimize variable costs. By April 2005, we have
reduced tobacco factories to 10 in order to consolidate produc-
tion and rationalizc operations. In addition, we consolidated sales
operations at the end of June 2003, and on the raw materials sup-
ply side we closed a leal tobacco material processing plant. These
measures are a continuation of the organizational restructuring
which began in July, 2004,

Sales volume performance

While the transfer of Camel, Winston, Salem, and other brands
from JT1 to JT from May 2005 contributed to the company’s sales
volume, the termination of the Marlboro license agreement in April
2005 led to an overall reduction in sales. As a result, the sales of JT
products during FY 3/2006 was 189.4 billion cigarettes, a decline
of 23.7 billion cigarettes compared with the previous year, and the
company’s market share declined by 6.5 points to 66.4%.

Products that JT positioned in growing segments steadily
expanded the company’s share of these segments. In FY 3/2006,
our share of the {ellowing categories, excluding Marlboro products
and including JT1 products, were as follows; 1-mg tar: 11.9% (up
1.3 points), menthol: 6,5% (up 0.8%), and premium: 5.4% (up
0.4%). Interestingly, in the new D-spec product category, our

products are gaining a firm footing with a 3.5% market share.

Market Share, by JT Brand Family

(%)
33.6%
lOﬁ%‘ .
L7% 35% 4.0%°%
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[0 Foreign products

Strategy and Mceasures

We are aiming to maximize our marketing mix
to achieve sustainable growth,

— Product strategy

— Distribution strategy

— Marketing strategy

— Improving productivity and fulfilling our responsibility as

a leading company

Maximizing the marketing mix
In the domestic tobacco market, the total demand for cigarettes
has continued to decline with an aging Japanese population, a
growing consciousness of smoking and health, and tightening
smoking regulations. The increase in the tobacco excise tax,
which went inte effect in July 2003, further accelerated the
weakening of domestic demand, with the percentage of smokers
dropping to 29.2% as of June 2005, In addition, a further
increase in tobacco excise tax is to be implemented effective July
1, 2006.

With various tobacco-related regulations being strength-
ened, and competition with foreign brands for domestic market
share becoming increasingly severe, the company's marketing

capabilities are once again being called upon. JT plans to over-
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Cigarette Brands Expanded to Nationwide Sales in FY3/2006

Price
Release Nationwide  Product D-spec  Menthol  Tar (mg)  Nicotine {mg) Prior to After
June 30,2006  July 1,2006
Jul-04 Apr-05 HOPE SUPER LIGHTS [} Q.3 ¥140 ¥150
Jul-04 Apr-03 CASTER COQL VANILLA MENTHOL BOX [¢] 3 0.3 ¥270 ¥290
Jul;04 Apr-05 PEACE AROMA MENTHOL BOX o] 7 0.6 ¥300 ¥320
Jul-04 Apr-05 SEVEN STARS LIGHTS BOX 7 0.7 ¥280 ¥300
Feb-05  Sep-03 SEVEN STARS REVO LIGHTS MENTHOL BOX [e] o] 7 0.6 ¥300 ¥320
Feb-05  Sep-03 LUCIA CITRUS FRESH MENTHOL ONE e} (o] 1 0.1 ¥300 ¥320
Jul05  Nov-05 " PIANISSIMO PECHE MENTHOL ONE o o 1 0.1 ¥300 ¥320
Jul-0s Jan-06 SEVEN STARS REVO SUPER LIGHTS BOX o] 3 0.5 ¥300 ¥320

come the effects of future declines in sales volume by optimizing

product, distribution and marketing strategies.

[Product strategy]

The concentration of resources in growing segments and improv-
ing the value of our core brands are the central elements in JT's
product strategy.

We intend to achieve steady growth for our existing brands
within growing market segments (1-mg tar, menthol, and premi-
um products) while at the same time expanding our market share
by effectively introducing new products.

We are also proceeding steadily with improvements to the
value of our core brands. In May 2006, we re-designed the five
brands in the Mild Seven family. In addition, we are attempting to
raise unit prices through the development and release of high
value-added products as represented by D-spec products. These
activities are building the equity of our core brand portfolio.

In accordance with the increase in tobacco excise tax effec-
tive July 1, 2006, we will shift the increased tax onto prices for
all brands, and will revise the retail prices of 13 brands mere
than the increased tax. including 11 brands from the Mild

Seven family.
[Distribution strategy|

JT enjoys a powerful and unrivalled distribution network. In

Japan, approximately 60% of all tobacco sales are carried out via
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vending machines, and JT owns more than one-third of all ciga-
rette vending machines in this country. From now on. we will
strengthen our activities in growing sales channels such as conven-
ience stores, while maintaining our overwhelming competitiveness

in the important vending machine channel.

[Marketing strategy|

We employ a trade marketing organization which in scale sur-
passes those of our competitors. This team conducts marketing
activities that are carefully tailored to the needs of retailers
throughout the country. As we move forward, we will imple-
ment best - of - class sales promotion activities through one-to-
one marketing while following applicable regulations and help-

ing to address the problem of smoking by minors.

[Improving productivity and fulfilling responsibilities

as a leading company]|
Productivity improvements are an unending task for manufactur-
ers. At JT, we work constantly in order to respond appropriately
to diversified customer needs and changes in demand.

We will continue to fulfill our responsibilities as the leading
tobacco company in the Japanese market, and will continue to
promote a society in which smokers and nonsmokers can coexist.
We will work to promote improvements in smoking manners,
while developing and supporting suitable locations and opportu-

nities for smoking. Furthermore, as an ongoing objective for the
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entire tobacco industry including )T, we will continue to work
towards preventing smoking by minors in cooperation with local
governments and related organizations. In this context, we are
preparing for the introduction of cigarette vending machines with
adult identification functions nationwide (scheduled for imple-

mentation in 2008).

As the Core Source of Profits of the JT Group

An increase in the tobacco excise tax is scheduled to take effect
from July 2006. In our view, this measure will further accelerate
the decline of total demand and increase our competitive chal-
lenges. However, by making full use of our operating base, we will
continuve to fulfill our role as the core source of prolits for the JT
Group by providing quality products that meet customer needs at

an appropriate price,

1
W
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JT international S A, (JT1) is the core of JT’s international tobac-
co operations, and is the fasrest organically growing internation-
al tobacco company in the industry, with operations in 120
countries around the world. JTT is today the driving lorce of
profit growth for the entive JT Group, and has delivered an aver-
age of 20% EBITDA growih {or five consecutive years.

JT0s performance is driven by the company’s cental focus

on its Global Flagship Brands (GFB) and its core markets, and

Pilerre de Labouchere
President & CEQ, JT International $.A

reflects a broadening of the company’s earnings base as well as
balanced growth between mature and the increasingly impor-
tant emerging markets. JTI's Global Flagship Brands are Camel,

Winston, Mild Seven, and Salem.

o

Business

framd

Iinternationa

Business Performance products were transferred to JT in May 2005—grew 6.3%. GFB
sales volume increased 1.8% from the previous fiscal year.
FY 2005 business performance summary* Excluding the Japan market, GFB sales volume increased 5.6%,
led by growth of Winston in Russia, Ukraine, Iran and ltaly,
— Total sales volume: 220.3 billion cigarettes, up 3.7% Camel in France, Italy and Spain, and Mild Seven in Taiwan.
— GFB sales volume: 133.8 billion cigarettes, up 1.8%
— Net sales excluding taxes: US$ 4,393 million, up 11.4%
— EBITDA**: US$975 million, wp 31.5%

* The consolidated accounting period [or the international tobacco business is January
through December.
“* Belore royalty payment toJT

Global Plagship Brands and
the Strengthening of JTTs Brand Portfolios

JTTs focus on GFB performance and the strengthening of the com-
pany’s brand portfolic and brand equity are important factors sup-
In 2005, JT1 total sales volume increased 7.9 billion cigarettes to porting the company’s growth momentum. Global consistency in

220.3 billion cigarettes, an increase of 3.7% from the previous fis-  brand communication, combined with the positioning of Camel,

cal year, driven by the continued growth of the company’s Global
Flagship Brands (GFB), as well as the growth of non-GI'B brands.

Total sales volume—excluding the Japan market where JT1
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Mild Seven and Salem in the premium segment, and Winston in
the sub-premium segment, drive GFB growth.

JTT continues to develop brand portfolios which are relevant
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for consumers in each market, with a central focus on GFB
growth, As a result, both total sales volume and GFB sales volume
continue to grow despite the emergence and growing popularity of
value products in a number of markets.

The consistent implementation of this strategy remains critical
to JTT's continued growth as changes in the company’s operating
environment, particularly in cigarette taxation and industry pric-

ing, affect consumer behavior in many of the company’s markets.

Core Markei Performance Broadens JT1%s
Earnings Base

The number of markets contributing more than 50 million dollars
in EBITDA has increased from a base of 3 markets in 2000, to 7
markets at the end of 2005. This broadening of the company’s
earnings base is a direct result of JTI's focus on its Global Flagship
Brands and on the company’s core markets, which today include
France, Spain. Taly, Russia, Ukraine, Turkey, Iran, Canada.

Taiwan, Malaysia, and South Korea.

Focus on GFB growth and core markets

ltaly Jkraine
0 g
France
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o ° :
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Toward Sustainable Organic Growth

Looking to the future, the tobacco industry will continue to face
both challenges and opportunities as the operating environment
rapidly evolves, Increasingly stringent regulation, cigarette tax
increases and price increases are causing consumers to be even
more demanding of quality and value.

Increasing restrictions require that JT1 be even more competi-
tive at the point of contact with our consumers, and the company
will continue to invest to strengthen the equity of its brands.

JTI will continue to invest to enhance its competitiveness at
the point of sale across all markets, and to expand and leverage its
brand portfolio. The company will continue to invest in the quali-
ty of its brands, leveraging the significant synergies the company
has with JT in R&D and product innovation in order to exceed the
expectations of our consumers.

While competition among tobacco manufacturers will intensi-
fy, changes in consumer behavior will continue to provide oppor-
tunities for growth. Consistent execution of JTTs core strategies—
the continued focus on Global Flagship Brands and on core mar-
kets—will ultimately provide the foundation for sustainable

organic growth.
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Global Flagship Brands Drive JTTs Performance
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Camel remains a powerful international brand, ranking No.2 in sales
volumme in Western Europe. In 2005, total sales volume grew 1% for the
second consecutive year despite adverse trading conditions in Western
European markets, with Camel registering market share increases in
ltaly, Spain, and France. In 2002, JTI began the rejuvenation of Camel
with a new, globally consistent taste and package design, and brand
equity remains strong despite consumer down trading in a number of

markets in this important region.

As economic conditions improve across JTFs important emerging markets,
consumers continue to trade up to international brands, notably to
Winston which is positioned in the sub-premium segment. Winston regis-
tered its 5th consecutive year of double digit sales volume growth, increas-
ing 10% in 2005, and driven by solid gains in Iran, Russia, ltaly, Ukraine,
and Switzetland. Winston currently ranks as the world's No. 4 brand.

JTI began Winston’s rejuvenation in 2000 with product improvements,
and has strengthened Winston’s unique positoning as a high quality, sub
premium segment heritage brancl. JTI will continute to leverage Winston’s
unique positioning as new opportunities for further growth are identfied.

JTT continues to strengthen Mild Seven’s brand equity through globally
consistent brand communication, and the introduction of new packag-
ing graphics in 2005. The new package design has been well received
by consumers, and the brand achieved 2% growth in 2003. In Taiwan,
the brand's largest market outside of Japan, Mild Seven sales volume
growth has exceeded 8% in 2005. JTT will continue to invest in Mild
Seven's international premium brand equity in an effort to further

expand brand sales volume and market share performance.

As a result of the transfer of JTI's Japan business to JT, Salem’s role in
our GFB ponfolio has diminished, and currently represents 1% of total
JT1 sales volume. Salem however remains unique in its positioning as a
premium menthol brand, and JTI continues to enhance Salem’s com-
munications and product mix. JTT will invest to tevitalize the brand in
the brand's core Malaysian market, and thereafter in markets where the

brand has potential to grow.




Performance of Regions and Markets
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France, Spain and Ttaly are highly profitable mature markets, and remained significant profit con-
uibutors in 2005, The operating environment in these markets has undergone significant change
as cigarette tax increases, prices increases and public smoking restrictions drive declines in con-
sumption, and as demand grows for value brands.

In France, total industry volume stabilized in 2005, following a substantial 21% decline in 2004,
in this environment, JTI grew its share of market by 0.4 points, driven by a good performance
from Camel.

In Spain, the super value segment grew rapidly over the last half of 2005, and now represents
30% of total industry volume. Despite this significant change in the market, a solid performance
from Camel resulted in the company maintaining its share of market.

In ltaly, JTUs share of market increased by 1.8 share points, driven by strong performances from
both Camel and Winston. JTI's shate of market in Italy has nearly doubled in the last two years.

JT1 registered strong volume growth in 2005 in the emerging markets of Russia and Ukraine, as
economic conditions improve and as consumers trade up to intermnational brands. In 2003,
JTT's total share of market reached an all time high of 17.4% in Russia and 12.8% in Ukraine,
both led by the strong momentum of Winston. Winston is now the No.1 brand in Russia both
in terms of sales volume and retail sales value. Nearly half of JTT's volume growth in these mar-
kets was driven by brands other than Winston.

In Turkey, JT1 experienced a 1.8 percentage point decline in total share of market as a result of
two separate changes which took place in the marker's excise tax structure during 2005. Despite
this volatile environment, Camel performed well and maintained its share of market.

In Iran, JT1 continued its strong momentum in 2005, driven by Winston and Magna, whose
volumes grew more than 80% and 40% respectively. Share data still remains elusive in Iran, but
the company firmly believes that JT1 is the No. 1 international tobacco company in the market.

Canada is a mature market with high profitability, but has undergone significant change as the
value segment increased from 6% in 2002 to 43% of total industry volume in 2005, While our
total share of the Canadian market remains slightly depressed at 11.6% in 2005, Export A
share of segment grew and solidified its position as the No. 3 premium brand in the market. In
addition, JT! launched Macdonald Special in 2005, reflecting the company's decision to fully
participate in the value segment.

Taiwan, Malaysia and South Korea remain attractive markets for potential sales volume and
profit growth.

JTI continued its strong growth momentum in Taiwan, and achieved 36.9% share of market
in 2005, driven by Mild Seven. The company is now the No. | tobacco company in the Taiwan
market.

Total sales volume in Malaysia and South Korea declined as tax rates increased, and as prices rose
during 2004 and 2005. Despite these challenges, JTT's total share of market in Malaysia reached 19.4%,
while the company’s South Korea business stabilized following improvements in to the company’s cper-
ating mode and brand portfolio over the last two years.
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Noriaki Okubo
President, Pharmaceutical Business

vative drugs.

<

Pharmaceutical Business

Business Performance
FY 3/2006 business performance summary

— Net sales: ¥49.3 billion, down 14.6%
— Operating loss: ¥5.0 billion, down ¥6.9 billion
— EBITDA: ¥-1.8 billion, down ¥7.3 billion

Reinforcing Owr In-house Drug Discovery Capabilities

In FY 3/2006, based on previous developments in this field, we
proceeded to further improve and strengthen our in-house R&D
capabilities,

With regard to drug development, we terminated clinical
development of JTK-003 (hepatitis C) and JTE-607 (systemic

inflammatory response syndrome). On the other hand, two com-
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JT is endeavoring to develop its pharma-
ceutical business as the tuture pillar of s
operations, thereby further enhancing the
value of the JT Group’s diversified business
portfolio. To this end. we have built a solid
foundation by establishing a unique phar-
maceutical business with world-class R&D
capabilities, and increasing our market

presence through the development of inno-

pounds, JTT-305 (osteoporoesis) and JTT-551 (diabetes) have
entered into the clinical stage this year, so that we currently have
a total of six compounds undergoing clinical study (as of April
28, 2006).

Accelerating Development Using External Resources

In FY 3/2005, JT entered into licensing agreements with F.
Hoffmann-La Roche Ltd. concerning JTT-705 (dyslipidemia) and
with Gilead Sciences Inc. concerning JTK-303 (anti-HIV). Moreover,
in April 2006, we entered into a licensing agreement with
GlaxoSmithKline Inc. concerning a new chemical compound that is
still at the pre-clinical stage. As these examples illustrate, JT has been
promoting accelerated development of promising in-house drug dis-

coveries by making use of external resources.




Clinical Development (s of april 28, 2006)

Code Stage Indication Characteristics
JTT-705 (oral) Phase 1 (JPN) Dyslipidemia Decreases LDL and increases HDL by inhibition of CETP
-CETP: Cholesteryl Ester Transfer Protein, facilitates transfer of chiolesteryl ester from HDL to LDL
-HDL: High density lipoprotein, Good Cholesterol
-LDL: Low density lipoprotein, Bad Cholesterol
JTT-130 (oral)  Phase I JPN) Hyperhpldemm N Treatment of hypeflipidarhie{ By reducing ébs@rpiton of cholesterol and Lrigfyccridé via inhibitioin of MTP
Phase 1 (Qverseas) MTP:Microsomal Triglyceride Transfer Protein
JTK-303 (oral) Phase I (JPN) Anti-HIV 'Imcgrasc inhibitor which works by Blo&king integrase, an enzyme that is involved in the 'replicatic.m of HIV
(HIV:Human fmmunodeficiency Virus)
JTT-302 (oral) Phase I (Overseas)  Dyslipidemia Decreases LDL and increases HDL by inhibition of CETP
-CETP: Cholesteryl Ester Transfer Protein, facilitates transfer of cholesteryl ester from HDL to LDL
-HDL: High density lipoprotein, Good Cholesterol
-L.DL: Low density lipoprotein, Bad Cholesterol
JTT-305 (oral) Phase [ (JPN) Increases BMD and decreases new vertebral fractures by accelerating endogenous PTH secretion via an[égni

Osteoporosis

nism of circulating Ca on CaSR in parathyreid cells

-BMD: Bone Mineral Density
-PTH: Parathyroid Hormone

-CaSR: Caletum-Sensing Receptor

_)1'1"-551 (oral) Phase 1 (JPN) Type 2 diabetes mellitus

Decreases blood glucose b:v enhancing‘msulin signal via inhibition of PTPB.

-PTP1B:Protein Tyrosine Phosphatase 1B This enzyme negatively regulates insulin signaling pathways.

Phase | Testing conducted on healthy volunteers 1o verify product safety and disposition (ADME: absorption, distribution, metabolism, and excretion).
Phase [I: Testing conducted on a small number of patients, with their consent, to study the drug's effectiveness as well as safety.
Phase Hll: Testing conducted on 4 large number of patients, with their consent, to compare product effectiveness and safety with standard treatments.

Strategy and Measures

— Steadily advance compounds under development and
R&D pipeline improvement

— Search for strategic licensing opportunities

|Steadily advance compounds under development and
enhance R&D pipeline]

With respect to the pharmaceutical business, JT will continue to
follow its existing strategy of further enhancing its R&D pipeline
by promoting drug discovery research while steadily advancing
the development status of compounds currently in the pipeline.

As for the scope of our R&D activities, while making use of
our accumulated knowledge, we are focusing our target areas from
the standpoint of concentrating our activities. Accordingly, we are
mainly concentrating our R&D resources on glucose and lipid
metabolism, anti-virus, immune disorders and inflammation, and

bone metabolism.

[Search for strategic licensing opportunities]

In the face of escalating glolal R&D competition, it is becoming
increasingly important to accelerate R&D and bring new products
promptly to the market. Bearing this in mind, JT is searching for
strategic opportunities for licensing in and out in order to maxi-

mize business value as early as possible.

Aiming at the Creation and
Provision ol Original Drugs

“The creation of original new drugs” is never an easy task. At JT,
however, we feel a sense of pride and challenge in taking up “the
development of world-class innovative drugs” as our corporate
mission. Moreover, we ate tackling this mission with real determi-
nation, creating what is original, and attempting to do what can
only be done by JT, so that patients and medical professionals all
over the world will agree that “We could not have done without

JTs drug.”
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Mutsuo [wai
President, Food Business

In the foods business, IT is aiming to estab-
lish a global competitive advantage as a gener-
al foods manufacturer. We are enhancing and
establishing our competitive advantage in the
foods business as a whole, including the
fields of raw materials procurement, research
and development and product development.
In addition, we are establishing a [ramework

that can demonstrate synergies across mulu-

ple business categories.

Foods

Business Performance
FY 3/2006 business performance summary

— Net sales: ¥278.4 billion, up 4.9%
— Operating income: ¥6.3 billion, up 224.7%
— EBITDA: ¥11.9 billion, up 49.7%

In the foods business, JT has strived to further improve business
value through the development and introduction of new products,
the reinforcement of existing sales channels and the promotion of
greater efficiency across all operations, and the establishment of a
strong business structure to cope with the severe operating envi-
ronment.

In the processed foods business, JT has continued to enhance
and enrich the commercial frozen foods product line, such as the
“Obento Nai-Ninki!” and “Imadoki-Wazen” series. JT has also
strived to expand the scale of operations and strengthen earnings

growth. through the active development and introduction of high-
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ly-valued distinctive products, including High 1G yeast extract,
which was developed through JT's unigue technology in season-
ings and seasoned processed foods.

In the beverage business, JT has been steadily expanding its

business mainly through the vending machine operations of

Japan Beverage Inc., a JT subsidiary. In addition, JT actively

developed and launched new products that reinforce core
brands while delivering competitive differentiation, as repre-
sented by “Roots.”

Driven by the expansion of scale in the commercial frozen
foods segment of the processed foods business, steady expansion
of vending machine sales channels and the performance of
“Roots” in the beverage business, net sales reached ¥278.4 billion,
an increase of ¥13.0 billion over the previous year. Operating
income reached ¥6.3 bhillion, an increase of ¥4.4 billion, com-

pared with the previous year.




Leading Products

Strategy and Measures

— Establish and strengthen competitive advantage, and uti-
lize new opportunities to increase the value of the business
through business expansion,
>> Further reinforce the [oundation as a core business of

the JT Group.

1. Beverages business

We will progressively expand our vending machine sales chan-
nels through Japan Beverage, and will promote product develop-
ment and marketing that thoroughly pursues differentiation,
while further strengthening the “Roots” brand by bolstering our
R&D and product development capabilities. In addition, prof-
itability will be further improved by promoting greater efficiency

throughout the business.

2. Processed foods business

In the processed foods business, we are constructing an excellent
business framework while further reinforcing our capacity to earn
profits. In concrete terms, we will aim to strengthen our ability to
safely and reliably procure key ingredients, to perform research
and development, and to develop products through our techno-
logical competitiveness. At the same time, we will actively intro-
duce highly differentiated products and will concentrate on sales

channel expansion and development.

3. Seasonings business

In the seasonings business, we are promoting the development of
compound additives while also aiming to strengthen and expand
our natural flavorings-based seasonings business framework. 1n this
context, we will focus on expanding the production and sale of high
value-added yeast products that take advantage of our in-house
technology as well as other extracts derived from high-qualiry trace-
able ingredients, such as kelp, bonito, pork, etc. Furthermore, we
will promote the development of compound additives that meet cur

customers' needs, and shilt to natural flavoring-based seasonings.

Aiming at the Creation of New Value in the Food World

JT's foods business is responding to the diversification of food
lifestyles by providing high-value products and services, a strategy
that has been rewarded by the creation of a string of hit products.

»

With “safety and reliability” as our motto, we are making a
sincere effort to ensure the procurement of high-quality ingredi-
ents, improved traceability, and the operation of a technology
development and management system for hygiene and quality
maintenance, while at the same time further strengthening our
research and product development capabilities. In this way, we
will continue to strive towards the creation of new forms of value
that meet global demands through the world of food, which is the

basis of human life.
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JT recognizes that timely and accurate decision-making
and execution of business tasks are crucial to our abili-
Ly Lo increase our corporate value and respond appro-
priately to changes in our business and social environ-
ments. Based on this recognition, JT takes a proactive
approach o corporate governance, as it believes that
strong corporate governance is one of the major tasks

of management.

Corporate (

State of Implementation of Measures Concerning
Corporate Governance

Corporate governance system

i. Organization in the company

The Board of Directors meets once a month as a rule and at other times
as needed to decide on issues as determined by law and other important
iterns, to supervise the conduct of the company’s affairs, and to receive
reports from the directors on the status of the company’s business.

Aiming at continuous improvement in the quality of its business
as a whole, JT has an Executive Officer System, where executive offi-
cers appointed by the Board of Directors pursue their respensibilities
pursuant to the company-wide business strategy under the transferred
authorities in each area. In addition, since June 2006, the Chairman
of the Board has been positioned as a Non-Executive Director, con-
centrating on his role of management oversight.

For further enhancement of corporate governance, J1 has estab-
lished the Advisory Committee with five external advisors, to have pro-
posals conceming such important matters as the medium-to long-term
management and relevant issues from a broader range of perspectives.

The Executive Conumittee, comprising the company’s president
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and other members appointed by the president, discusses important
management issues, particularly management policy and basic plans
regarding overall business operations, in addition to items brought to
the attention of the Board of Directors.

JT has an Audit Board under which corporate auditors working
as an independent organization with a mandate from the shareholders
scrutinize the company’s directors and executive officers in the execu-
tion of their duties in an attempt to maintain and improve the compa-
ny’s sound management and social credibility.

i Internal centrol system and risk management system
So far, JT has been operating a system for assuring the propriety of its
business by working on the enhancement of compliance, internal
auditing, and risk management, ete. In addition, as a company with
an Audit Board, JT is commiitted to ensuring the effectiveness of audi-
tors’ inspections by, for example, appropriately reperting to auditors.
JT will proceed with these efforts while continuously reevaluating the
present system and, in order to ensure the appropriate execution of its
business operations, it will also make a sustained effort to maintain and

improve the company’s system, as follows.




Our Corporate Governance System (as of 23 June, 2006)

Audit report

. ; ten members

sal of members Selection or dismissal of members

s 1 tmembers (including five
cterna members)

T ————
Report/
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Internal andit

1. System to ensure that directors and employees perform their duties in
accordance with the law and the company’s articles of incorporation
With regard to the compliance system, ]JT has made an action guide for
directors, executive officers and employees to help ensure that they act in
accordance with the law, the company’s articles of mcorporation, the social
code, ete. For therough adherence to the action guide, JT has established
the Compliance Committee with external specialists, which is directly
linked to the Board of Directors. JT has also committed to making its com-
pliance more effective through efforts to equip and improve the company-
wide system, represented by the establishment of the Compliance Office,
and through implemertation of education activities, such as training tar-

geted at executives and regular employees.

As for the internal report system, JT has an inquiry counter within the
conpany. The Compliance Office investigates the received reports, discuss-
es them with related departments and wkes preventative measures as a
whole company. Furthermore, when important issues are reported through
the system, they are brought to the Compliance Committee for discussion.

The internal auditing system is controlled by the Operational
Review and Business Assurance Division with 19 members, which
studies and evaluates the execution conditions of the management
and operation system, and of the company’s business from the stand-
points of legality and rationality, with the aim of preserving the com-
pany's assets and improving management efficiency.

2. System to store and manage information on the directors’ exe-
cution of their duties

The minutes of the Annual General Meeting of Shareholders, meetings

of the Board of Ditectors, and meetings of the Executive Committee are

appropriately stored and managed in line with in-house regulations.

JT appropriately stores and manages information on other
important business execution and decision-making. such as the sign-

ing of contracts, by clarifying which department is responsible for its

e

—1 A
Accounting sudivOperating audit ===
four members
Inweduction of 1 lincluding three
compliance-related matters external members) |

Supervision of
the performance

Accounting audit/Operating andit

storage and management and establishing rules about the decision-
making process, procurement and accounting process.

3. Regulations concerning loss risk management and other systems
With respect to monetary and financial risks, JT has internal regulations
and makes reports 1o the Executive Comumirtee on a quarterly basis.

In erder for the company to grasp and report on other risks
based on individual departmental responsibility and authority, as
determined under the Responsibility and Authority Regulation, each
department takes appropriate management action, compiles a report,
and depending on the degree of importance, brings the matter in
question to the attention of the Executive Committee.

JT has assigned a sulficient stafl to the Operational Review and
Business Assurance Division, which functions as the company’s inter-
nal auditing organization. This division examines and evaluates the
internal management systems of JT and the other JT Group companies
with a view to assessing matters of importance and risk from an objec-
tive standpoint independent of the company’s other business execution
organizations, and reports its findings and proposals to the president.

As a preparatory measure for emergencies, JT has produced a
response manual concerning emergency management and disaster
countermeasutes. In the event of an emergency or a disaster, JT is
prepared to establish an emergency project system with the Corporate
Strategy Division as the executive office, and then deal promptly and
appropriately with the situation under the leadership of senior man-
agement and in close cooperation with related divisions.

4. System to ensure that directors perform their duties efficiently
Board of Directors meetings are held once a month as a rule and at
other times as required to decide on issues as defined by law as well
as other important items and to supervise the execution of business.
The Executive Conumittee, comprising the company’s president and

other members appointed by the president, meets to discuss impor-
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tant management issues, particularly issues of management policy and
basic plans regarding overall business operations, in addition to items
brought to the attention of the Board of Directors.

With the Executive Office System, the executive officers appointed by
the Board of Directors are pursuing their responsibility pursuant to the com-
pany-wide business strategy vnder the transferred authorities in each area.

Moreover, in order to ensure that the company's various operations
contribute to the efficiency and tlexibility of the company’s overall business,
basic items are determined in accordance with organization and office-relat-
ed internal regulations and by clearly specifying the roles of each division.
Also the divisions responsible for the execution of each business operation
ave cleatly identified in the Responsibility and Authority Regulations.

5. System o ensure the appropriateness of business within the JT Group
The JT Group promises to deliver “irreplaceable delight” to all stakeholders,
and it has adopted the JT Group Mission “the JT Branding Declaration” as a
shared aim within the group. In conducting group management, T defines
the functions, regulations, etc., that are common to all companies within
the group based on a group management policy, through which it intends
to realize optiniization throughout the entire ] T Group.

Furthermore, all the companies in the JT Group have cooperated
in developing the compliance system (including the report system),
the internal auditing system, and the financial management system.

6. System for assisting auditors with their duties and reporting to audi-

tors, and other systems to ensure that audits are perfoi'med effectively
JT has installed an Auditor’s Office with a sufficient staff as an organization
to support the auditors in their work. In addition, the company has decid-
ed to reexamine its staff placement sitmation when needed after discussions
with the Audit Board. Concerning the determination of the Auditor's
Office persorel, it has been decided to ensure its independence from the
Board of Directors by entrusting the Audit Board with the task.

Directors and executive officers make reports concerning relevant
facts in cases where they consider such facts have the potential to signifi-
cantly harm the company. Moreover. it has been decided that directors,
executive officers and employees must make reports to the Audit Beard
when they find evidence of malfeasance in financial documents or seri-
ous breaches of the law or the company’s articles of incorporation and
other importtant items concerning the management of other companies.

It has been decided that auditors may attend meetings of the
Board of Directors and other important meetings. Almost all of the
meetings of Executive Comumittee are attended. When the directors,
executive officers or employees are asked by auditors to let them see
important documents, take part in on-the-spot surveys, or make
reports, they respond promptly and appropriately.

In addition, the directors cooperate with audits undertaken by audi-
tors, and the miscellaneous expenses for such audits is provided appro-
priately in order to guarantee the effectiveness of the audit. The
Operational Review and Business Assurance Division and the Compliance

oftice provide cooperation by exchanging information with the auditors.
ifi, Corporate auditors” audit and independent auditors’ audit status

<Corporate Auditors’ Audit and Independent Auditors’ Audit>

JT has an internal auditing system under which corporate auditors
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working as an independent organization with a mandate from the
shareholders monitor the company’s directors and executive officers
in executing their duties, to maintain and improve the company’s
sound management and social credibility.

JT has engaged Deloitte Touche Tohmatsu (DTT) to audit its financial
statements for FY 3/2006, as required by the “Law Concerning Special
Measures under the Commercial Code with respect 1o Audit, etc. of
Corporations (Kabushiki-Kaisha)”, the Company Law, and the Securities and
Exchange Law, and the audit was carried out by the following aundit partners.

<Certified Public Accountants engaged in independent auditors’ audit>
Katsuji Hayashi (four years), Tatsuro Igarashi (one year), Eiji Yoshida

(two years), Shuichi Momoki (one year)

*Figures in parentheses represent the number of years each audit parmer has served on the audit
engagement 4s a parter,

<Assistants for independent auditors’ audit>

Certified public accountants: 9 people, junior certified public account-

ants: 3 people, others: 4 people
While audits by corperate auditors, internal audits, and independent
auditors are conducted in an independent and appropriate manner,
efforts to strengthen their mutual cooperation are made by sharing

information on the audit results among them.

iv. Remuneration {or diveciors and corporate auditors,
and audit fees, ete.
Rermuneration for directors and corporate auditors, and fees paid to DTT
for audit assurance, etc. for FY3/2006 were as follows,
<Remuneration for Directors and Corporate Auditors >

Remuneration paid by JT to directors and corporate auditors
Directors 10 people ¥259 million
Corporate auditors "5 people ¥ 62 million
&5 of the end of the current fiscal year, there were 9 directors and 4 auditers, as one director and
one auditor resigned duning the year.

<Fees for Audit Assurance, etc.>
The amounts of remuneration paid in respect of auditing certification
are based on the Law for Special Provisions to the Connnercial Code
concerning Audits, etc. of Kabushiki-kaisha and the Securities and
Exchange Law and are as specified in the auditing contracts with DTT
entered into by J T and its consolidated subsidiaries.
(ltems based on the contract entered into by JT)
Fees for audit assurance based on the Article 2-1
of the Certified Public Accountant Law : on-
Fees for other services ¥ 18 million
Total ¥116 million
(Items based on the contract entered into by JT and its consolidated
subsidiaries)
Fees for audit assurance based on the Article 2-1
of the Certified Public Accountant Law
Fees for other services
Total

¥ 98 million

¥173 million
¥ 21 million
¥195 million

Overview of outside corporate auditors’ stakes in JT
JT has three outside corporate auditors. One of them, Mr. Hiroyoshi
Murayama, is a director of Mitsubishi Electric Corporation, which has
minor dealings with JT. However, the outside auditor himself has no
direct interest in these dealings.

There is no corresponding information concerning the other two

outside corporate auditors,




The JT Group is committed 1o making social contribu-
tions on a continual basis through a variety of corpo-
rate activities, with the aim of serving as a good corpo-
rate citizen acclaimed by society. We are continually
engaged in activities with a focus on bringing abowt
“harmony” between our corporate activities and the
environment, and a “feeling of mutual coexistence™ as
a good neighbor with local communities in all coun-

tries and regions where we operate.

Activities Contributing to the
Environment and Society

Approaches to Environmental Protection

With the establishment of the JT Global Environmental Charter in
May 1993, the entire company joined together and engaged in deal-
ing with global environmental problems as one of the most impor-
tant management tasks. Moreover, in April 2003, we expanded the
scope of our environmental management activities to include other
companies in the JT Group* and then created the JT Group
Environmental Charter in March 2004,

JT has also been carrying out concrete activities in pursuit of
the goals outlined in the JT Environmental Action Plan, which con-
tains medium-term targets for promoting environmental preserva-
tion in accordance with the JT Global Environmental Charter.
However, we have reexamined the Environmental Action Plan,
along with the expansion of the Charter’s range to encompass the
entire JT Group. From FY 3/2006, we are conducting activities on a
Group-wide basis aimed at achieving the medium-term targets
under the JT Group Environmental Action Plan (2005~2008).

In autumn 2006, we plan to publish the “JT Social and

Environmental Report 2006" (tentative title) on our activities in

FY3/2006.

* Number of companies in the scope of the JT Group environmental management
efforts: 20 companies in Japan including JT and an overseas company

JT Group environmental charter

(established May 29, 1993, revised March 29, 2004)
Basic principle

We at JT believe that corporate social responsibility means to pro-
vide “lrreplaceable Delight” to customers, shareholders, employees
and society through our operations, and 1o serve as a good corporate
citizen acclaimed by society. We also recognize active involvement
in environmental issues as a primary theme in terms of corporate
social responsibility. Based on this policy, we will act as a good
neighbor with local communities in all countiies and regions where
we operate, and will strive to bring about harmony between our cor-
porate activities and the environment, hoping to leave a healthy and

productive environment to future generations.
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JT Group Environmental Management Promotion System

Operating Review and
Business Assurance Division

Execution and report of environmental audit

Global Environment Committee
| Discussions about measures to put
| environmental management into practice

Global Environment Division
Secrerariat of the Global
Environment Comimittes

JT Group Environmental Policy

1. Management System
We will continually improve our envirenmental management
system to enthance our environmental performance.

2. Compliance
We will comply with all environmental laws in all countries and
regions where we operate.

3. Products and Services
We will continually strive to reduce environmental impact in the
process of product development and services.

4. Process and Supply chain
We will reduce environmental impact and eptimize the use ol natu-
ral resources at all stages of our activities, from procurement of raw
materials and manufacturing, through to sales and distribution.

5. Environmental Education
We will develop a culture of environmental awareness through
education and training; encouraging employees to take personal
responsibility for their actions to create a better environment,
and helping suppliers to understand our Charter.

6. Environmental Communication
We will make an appropriate report of our environmental per-
formance and keep good relationships with our stakeholders

through active communication.

Environmental management system
To make our environmental protection efforts even stronger and
more effective, we have made progress in developing the JT Group
Environmental Management System.

We have intreduced the Environmental Management System at

our places of business in accordance with the significance of the
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Trends in Energy Use
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environmental impact of our business activities, products and serv-
ices, and the size and function ol each business location.

In this context, all of JT’s tobacco factories and the vending
machine [actory had obtained 15014001 certification by FY 3/2004,
while our branch offices and laboratories had developed 1SO14001-
compatible systems by FY 3/2005.

Moreover, the factories of other JT Group companies are grad-
ually obtaining 18014001 certification. and non-production com-
panies within the Group are proceeding with the development of
1SO14001-compatible environmental management systems or sim-
ple environmental management systems that include the develop-
ment and implementation of the Environmental Action Plan.

In April 2004, we put into operation the JT Group's environmental
information system, "ECO-NET" [or the purpose of monitoring the
overall level of our environmental activities and for sharing information,

In addition, ]JT Intermnational S.A. has also obtained 1SQ14001

certification at 15 factories worldwide.

Approaches to preventing global warming

JT has heen striving to reduce greenhouse gas emissions and to pre-
vent global warming by saving energy, switching to alternative
fuels, promoting nighttime electricity use and introducing low
emission vehicles. As a result of these efforts, in FY 3/2006. we
were able to reduce our CO2 emissions by about 130,000 tons
(30%) in comparison with FY 3/1696, In addition, the CO2 emis-
sions of the JT Group as a whole declined in FY 3/2006 by about
80,000 tons (16%) in comparison with FY 3/2004. In FY 3/2007 as

well, we will continue making efforts to achieve further reductions.
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Approaches to saving resources and recycling
With the aim of eventually achieving zero emissions, JT is promot-
ing the construction of a “recycling-based” system that recognizes
the value of limited resources, In this context, we are placing an
emphasis on reduction, reuse and recycling in all our activities,
from the supply of raw materials to production and sales activities
extending even to disposal by our customers after use.

JT's recycling ratio has improved remarkably in recent years to
the point where we now recycle around 95% of all materials. The

recycling ratio of the entire JT Group is also now around 95%.

Approaches to reducing environmental impacts

JT is making consistent efforts to reduce or prevent emissions of all
sorts of pollutants to minimize the impact of our business activities
on our employees and associates, people who live in the vicinity of
our business locations, and the global environment.

Even before 1995, we were taking steps to prevent pollution,
primarily air and water pollution, associated with our operations.
More recently, however, we have come to recognize new kinds of
environmental problems. As such, we have begun scrapping old
incinerators and replacing them with more advanced incinerators to
curb dioxin emissions. We have also abolished air-conditioning

refrigerators that use specified CFCs, and we are making progress in

recovering and detoxifying specified CFCs used in beverage vend-
ing machines. On the transportation front, we have been introduc-
ing vehicles powered by natural gas and other low emission fuels.
Moreover, the number of PRTR Law-designated chemicals |T
used and reported was 6 tn FY 3/2006, but we will continue to
strengthen our management practices according to various guide-

lines (Guidelines for Complying with the PRTR Law, Guidelines for
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Chemical Substance Management, and Management Regulations for
PCB Waste) to prevent chemical pollution,

An independent survey is executed for soil pollution, and appro-
priate correspondence is aimed at based on the Soil Contamination

Countermeasures Law.

Afforestation and forest conservation projects

Based on the characteristics of its business, JT is engaging in
afforestation and forest conservation activities from the standpoint
of showing an appreciation of the natural world that supports its
business, and in consideration of the importance of tackling global
environmental problems.

In January 20053, as the first of these initiatives, JT launched a
tree-planting project in Tanabe, Wakayama Prefecture entitled “JT
Forest Nakahechi”. Under this 10-year project, we will plant approx-
imately 180.000 trees on 50 hectares (approximately 124 acres) of
land in the vicinity of Kumano Kodo, the traditional pilgrimage
route of the Kii mountain range and a World Heritage Site, and will
conduct forest conservation activities until January 2013.

A tree-planting event was held in March 2005 to kick-off the
)T Forest Nakahechi” program. More than 250 people participated,
including around 100 JT employees and their families from across

Japan, the Governor of Wakayama Prefecture. the Mayor of

Nakahechi Town (currently the Mayor of Tanabe City), local resi-
dents and staff from Nakahechi Town Office and from Nakahechi
Town Forestry Cooperative. Around 1,500 trees were planted as
part of the event, centered on broadleaf species such as the Japanese
wild cherry, Japanese maple, and konara oak. Subsequently, we
have been conducting periodic activities such as tree-planting in

spring and cutting back the undergrowth in autumn. Through such
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a]T Forest Nakahechi

experiences we would like to foster the opportunity to think about
the value of maintaining the environment through our own actions
based on an appreciation of the importance of nature.

We are conducting these activities with an emphasis on pro-
moting local exchanges such as receiving advice from the Nakahechi
Town Forestry Cooperative and cooperation from local residents, Of
the afforestation projects being conducted under the “Kigyo no Mort
(Forest of Companies)” system advocated by Wakayama Prefecture
(currently 20 lecations, total area 112.2 hectares), “JT Forest
Nakahechi” is the largest. Moreover, it is highly evaluated as a model
activity that positively utilizes a “Green Employment Program” and
that links to providing exchanges with local residents.

Similarly, in the Kanto Region, we have launched the “JT
Forest Kosuge” project in Kosuge Village, Kitatsuru District,
Yamanashi Prefecture, close to the headwaters of the Tama River,
one of Tokyo’s principal water sources. In March 2006, we began a
five-year program of afforestation and forest conservation activities
in a plot of land measuring approximately 13 hectares in area, This
activity is part of a trial organized by Yamanashi Prefecture and
Kosuge Village with the aim of creating extensive mixed woodland
of needleleafl and broadleal trees such as zelkova, and Japanese
maple. In May. a tree-planting event was carried out at *JT Forest
Kosuge” with the participation of around 200 people.

In the future, JT will continue to engage in afforestation and for-
est conservation activities from a medium- and long-term viewpoint
as a part of our efforts to preserve the natural environment,

URL: hup/fwww.jti.co jp/] TI_E/environ/Welcome html
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Improving Smoking Manners and
the Smoking Environment
(This part applies only to Japan)

At]T, we use the term “SMOKER'S STYLE” to express our wish that our
valued customers will enjoy smoking to the fullest while exercising
maturity in their smoking habits and showing consideration to those
who do not smoke, so that both smokers and nonsmokers can coexist in
harmony. As part of this concept we are making efforts in many areas to

fulfill our corperate responsibility to society as a tobacco company.

Some examples of our efforts

Setting up smoking areas

We work closely with local governments and public facilities such as train
stations and afrports m setting up smoking areas in various locations so

that all people, both smokers and nonsmokers, can coexist in harmony.

Consultation for creating separate smoking areas

We provide advice on creating separate smoking and nonsmoking areas
‘within public facilities, commercial facilities, and business offices. Our
group of experts visits sites and uses the latest technologies in taking
measurements and creating computer simulations to determine the best

way of matching the style of each facility with the needs of its users.

S!’n(‘killg nanner ‘JCIVCX'HN'("”ICH &3

JT has been using advertisements to promote good smoking man-
ners since 1974. Beginning in March 2003, we renewed the mes-
sages conveyed in our advertisements by introducing actual every-
day situations for smokers, with the objective of prompting them to

take notice, think, and exercise appropriate behavior when smeking.




A “Pick up, and you will love your city” Post-festival community clean-up campaigns

Community cleanup activities
Since April 2004, in order to help increase awareness with regard to appro-
priate smoking mannets, JT has been conducting “Pick up, and you will
love your city” activities as a community-based cleanup effort at festivals
and other events up and down the country. Carried out in cooperation with
local authorities, schools, volunteers, and the executive committees and
participating organizations of the events concemed, these activities have so
far attracted the participation of some 176 202 people as of May 13, 2006.
To learn more about JT's efforts to improve smoking manners,
please refer to our website.

URL: hup/Awww.jti.co jp/sstyle

The JT Group’s Social Contribution Activities

The JT Group strives to be a “good corporate citizen”, coexisting
with and continuously centributing to society through various cor-
porate activities.

The JT Group works specifically for the regeneration and revi-
talization of local communities as a “good neighbor” to the commu-
nities it serves, and regards community-based social contribution
activities, preservation of the natural environment, and aid for dis-
aster-stricken areas as its top priorities. Our social contribution
activities focus mainly on supporting social welfare and cultural and
artistic activities.

The JT Group, based on the above concepts, globally imple-

ments a wide variety of social contribution activities to assist the

development of local communities while earning the goodwill of

these societies,

A Smoking Lounge at Narita Airpor

1. Domestic Efforts
Community cleanup activitics
With the aim of being a good neighbor and a good corporate citi-
zen, JT is working on a variety of activities that contribute to local
society in areas where our places of business are located.
¢ Participation and cooperation in local activities
The ]JT Group’s business establishments natienwide participate
actively as members of their local neighborhood associations in fes-
tivals and street clean-up activities. In addition, we take part in
other activities that make a contribution to society at the local level,
such as cooperative activities with local governments and NPOs,
and hosting or cooperating with local sports events,
« Combining the Environment and Welfare:

“Eco & Hello Campaign”
Japan Beverage Inc. rolls out the “Eco & Hello Campaign” mainly in
elementary, junior high and high schools in local area. Under this
campaign. 140 bags of used aluminum cans (150 cans per bag) can
be exchanged for a wheelchair for donation to welfare institutions.
* Opening company facilities to the public
The JT Group’s business establishments nationwide open up com-
pany-facilities for use by local residents. For example, we provide
parking spaces when needed for neighborhood facilities or neigh-
borhood assoctation events, lend out grounds for use by neighbor-
hood children’s sports associations, and open our grounds to focal

residents for springtime cherry blossom viewing,

Activides for vouth development

JT considers nurturing young people to be important for the con-
struction of a sustainable society in the Ruture, and for this reason
we carry out a variety of activities in support of youth development.
including financial aid to NPOs, and hosting related events.

Corperate Social Responsibility 41




* NPO support projects for youth development

We believe human resource development to be an essential task in
order to revitalize and activate local comnunities and construct a bet-
ter soctety. Accordingly, we provide support in each tocal community
to youth cultivation projects led by NPOs and other organizations.

+ JT Honobono (Heartwarming) Concerts

We host JT Honobono Concerts as an independent project aimed at
introducing songs for use in school music classes and children’s
songs that incorporate beautiful archetypal images of [apan in order
that these are handed down to future generations.

* JT Shogi Japan series tournament for kids

We host the JT Shogi Japan Series Tournament for Kids simultane-
ously with the professional shogi official towrnament, the JT Shogi
Japan Series. Through this tournament, we hope to enceurage chil-
dren to grow up with good manners and consideration for others,

while experiencing the joy and sorrow of playing the game of Shogi.

Activities lor international contribution

* Scholarships [or students from Asia

Since FY1998, JT has been providing scholarships for privately
financed students who have come from Asia to study in Japan. Qur
purpose is to promote international exchange and nurture human
resources. Scholarships are provided to privately-funded foreign
students who have come to Japan from Asia to help support them
while studying at university and or in conducting research. As part
of the project, JT performs exchange events three times each year as
an opportunity for students on scholarships to gain understanding
and experience of Japanese culture and history, as well as to visit JT
facilities and deepen personal exchanges with JT employees of the

same generation.

Sports promotion activities

* Volleyball classes

The JT Thunders, the company’s men’s volleyball team, and the JT
Marvelous, the women’s team, both of which play in the V League,
teach volleyball to elementary and junior high school children, as
well as to moms’ teams. These volleyball classes are held by local
governments and take place mostly in Hiroshima Prefecture, which

is the Thunders’ home turf, and in the Kinki region beginning with
Hyogo and Osaka, where the Marvelous are based.

Supporting JT staff members” vohunteer activities

We have introduced various systems to encourage and support our
employees in their participation in volunteer activities. '

¢ Volunteer leave system

Under this system, JT employees are permitted to take a leave of
absence of up to 5 days per year in order to participate in certain
volunteer activities such as providing support for victims of natural
disasters or for disabled people.

* Leave of absence system for bone marrow donors

This system allows JT employees to take the required leave of absence
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for registering or undergoing examination at a bone marrow bank, or
to stay in hospital for the purpose of bone marrow transplantation.

* Leave of absence for serving as a Japan overseas cooperation volunteer
We have a system of leave of absence in place to allow employees to
serve as Japan Overseas Cooperation Volunteers (dispatch period
approx. 2 years and 3 months).

* Volunteer signup system “Smiling”

This system offers JT employees and family members who wish to
participate in volunteer activities the opportunity to sign up for
activities in their areas of interest, and then provides them with
information on those specific areas as needed.

* Providing volunteer-related information in the in-house magazine
We provide a wide range of volunteer information in the “Citizenship
News” section of our in-house magazine Yours, to encourage employ-
ees and family members to participate in volunteer activities.

* JT citizenship events

We hold independently planned events to which we mvite people
in various fields who have contributed to society. The purpose of
these events is to enhance levels of concern and understanding
among citizens and T employees in local regions, and through this

1o encourage people to start volunteer activities.

Art and cultare

The JT Group is mvolved in activities to contribute to the development
and improvement of classical music and other forms of art and culture.
¢ Support for nurturing musicians

We provide opportunities to perform to a broad spectrum of musi-
cians who support the Japanese classical music world, centered on our
Tokyo performance venue ]JT Art Hall Affinis. The concerts staged
here include the JT Art Hall Chamber Music Series, performed by
emerging Japanese musicians, and the Ensemble Series Groomed by
JT, performed by youngsters for whom future success is anticipated.
Furthermore, in order to provide music students with a venue to pres-
ent their work, and to allow people who live and work in the vicinity
of the JT Building to enjoy classical music casually, we are hosting an
independént project entitled Afternoon Concert with the Promising
Music Majors, consisting of free concerts held at lunch times.

¢ The affinis arts foundation

The Affinis Arts Foundation was founded in 1988 [or the main purpose
of supporting professional orchestras in Japan. lts activities include pro-
viding musicians with aid in staging musical performances and study-
ing overseas, and holding chamber music concerts. The Foundation
also holds the annual Affinis Summer Music Festival, in which semi-
nars and musical events closely related to the local area are held.

* Tobacco & Salt museum

The Tobacco & Salt Museum was opened in 1978 to collect materials
and conduct studies and research about tobacco, an item of taste
which has long been cherished by people around the world, and salt,
the food of life. Housing some 30,000 items, including smoking uten-
sils and posters, the museum presents the history and culture of tobac-

co and salt through exhibits and other events about tobacco and salt.




*JT Biohistory Research Hall

The JT Biohistory Research Hall was opened m 1983 for the purpose
of providing a place for all people to enjoy themselves by studying the
historical existence of life from a biohistorical perspective, as if they
were listening to music or looking at a picture. The facility provides
visitors with the opportunity and pleasure of thinking about the very
importtant topic of life through laberatory tours, sunimer schools, vari-
ous exhibits, and also through its quarterly journal Biokistory.

¢ JT delight forum

“Delight Forum —There are as many kinds of irreplaceable delight
as there are values.—" is a cultural event jointly hosted by a spon-
soring newspaper company and JT. The hosting newspaper wishes
to nurture the development of high quality culture at the regional
level, while JT's involvement stems from our desire to make a con-
tribution to local culture and to provide people with opportunities
for happiness. Each year, the Delight Forum includes lecture meet-
ings at sites around Japan delivered by famous personalities such as

writers and intellectual professionals in a host of fields.

2. Overseas Elforts
In 20053, JTI, an overseas subsidiary of the JT Group, established
new policy and guidelines with the objective of improving the focus
and quality of its Corporate Philanthropy programs around the
world. As part of this policy, two global causes were selected: Care
for the Elderly and Adult Literacy.

JTI management has begun the process of reviewing market
programs and spending to ensure that the company’s goals are
achieved over time, and that markets incorperate one or both of the

global causes as part of their local Corporate Philanthropy programs.

Acuivities in various countries

In Spain, JTI supports charitable organizations which offer Spanish
language programs to adult immigrants, as well as courses in basic
administrative and regulatory processes. In France, funding was pro-
vided to the Association Emmatis Adult [literacy Centre to organize
different workshops for adults on writing, theatre, and cooking. JTI
France has been supparting this association {or the past three years,

In Germany, vehicles and drivers are made available to support
the elderly. In rural areas where public transport is scarce, JT1 pro-
vides volunteers to accompany the elderly on their visits to doctors.
In France, a Christmas Eve party was organized with the Association
Les Petits Fréres des Pauvres {or the elderly of modest means.

JTI supports a variety of other charitable programs across its
markets. In lLatvia, JTI collaborated with Apeirons, an organization
supporting people with disabilities, to run a variety of programs to
integrate disabled persons into society. In Lithuania, JTT collaborat-
ed with the G. Steponavicius Foundation to assist self-realization of

the blind through artistic activities

Art and culture
The JT Group also provides support for cultural and artistic spon-
sorships in countries overseas.

In 2005, JTT donated funds toward the construction of a new
symphonic concert hall for the Mariinsky Theater in Saint
Petershurg, which is scheduled for completion in 2008,

In Greece, JT! provided funding to the Museum of Cycladic Art
to enable the Museum to display the results of the excavation of the
Eleftherna site, a project which has been underway for more than
20 years. JTT was recognized for its contribution and was given an
award of excellence by the Ministry of Culture.

The JT Group is proud of its cultural heritage, and supports efforts to
promote Japanese culture intemationally within the communities we serve.

In cooperation with the Greek-Japan Chamber of Commerce, JT1
sponsored an exhibition of Japanese contemporary art at the Athenias
Museum, feataring the works of 11 Japanese painters which were loaned
by the Museumn of Contemporary Art in Tokyo for this exhibit. In France,
JTT collaborated with the Sevres National Ceramic Museum for an exhibi-

tion of contemporary Japanese ceramics.

3. Aid lor Disaster-suricken Aveas

Domestic and Overseas

The JT Group provides aid for victims in disaster-stricken areas thro
when natural catastrophes occur in Japan and around the world.

As an important element of JTUs overseas Corporate
Philanthropy effort, the J11 Foundation was established in 2001
with the objective of providing meaningful and immediate relief to
the victims of natural and man made disasters. The JT1 Foundation
is registered in Switzerland and operates on a global basis.

In 2005, the JT Group and the JTl Foundation responded
quickly to a series of natural catastrophes which occurred around
the world.

Funding was provided to assist victims of Hurricane Katrina,
which the Southern U.S. on August 29, 2005. In addition. match-
ing gift programs and charity drives were implemented to augment
these donations.

Early in September 2005, Timis County in Romania was devas-
tated by severe flooding. The JT1 Foundation provided funds to the
Freedom House Foundation to help victims of the floods rebuild
theirhouses.

When a major earthquake occurred in Pakistan on October 8,
2005, the JT Group offered support including financial aid. The JT1
Foundation separately provided immediate funding within hours of
the earthquake to the Turkish Search Rescue and Ecology Group
(GEA) for tents, water filtration equipment, weatherproof clothing
and vehicles. GEA was the first international rescue team to reach
the devastated area less than 24 hours after the earthquake.

During the same week but on the other side of the world,
Hurricane Stan battered the coasts of Mexico (Oct.4, 2005). The JTI
Foundation contacted the Mexican Red Cross and provided tunding

for the provision of food, shelter and medical treatment.
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We have provided this briel outline of the main sys-
tem and business environment surrounding tobacco

industry and JT.

A Cigaretre vending machines with adult identification functions
(See P47 for more details)

International Business Environment Pertaining
to the Tobacco Business

WHO: Framework convention on tobacco control

During the May 1999 World Health Assembly of the WHO, a res-
olution was adopted to commence work that would lead toward
adoption of the Framework Convention on Tobacco Control
(FCTQ). Following six rounds of intergovernmental negotiation,
the FCTC was adopted in May 2003 and entered into force on
February 27, 2003, the 90th day after its ratification by 40 of its
signatories. Moreover, as a result of the convention’s entry into
force, in February 2006, the first conference of the parties to the
FCTC was held with the participation of 110 signatory nations
including Japan, a further 49 non-signatory nations, and UN agen-
cies, etc. At this conference, discussions were held concerning
such items as the procedural rules for subsequent conferences of

the signatory nations, reports to be presented at the next confer-
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ence, and the production of draft guidelines and draft protocols,
ete. As of June 13, 2006, a total of 131 countries including EC had
signed the FCTC. Japan signed the FCTC on March 9, 2004 and
accepted it on June 8, 2004. The FCTC contains a number of pro-
visions, some of which are legally binding on the signatory nations
while others allow for discretion by each signatory natien in
respect of interpretation and implementation, Key provisions of
the FCTC include:

— Establishing price and tax measures and restrictions of
duty-free sales, as appropriate, without prejudice to the
nations’ sovereign taxation policies.

— Packaging and labeling measures:

*» Adoption of measures to ensure that tobacco product packag-
ing and labeling do not promote tobacco products by any
means that could create an erroneous impression that a par-
ticular tobacco product is less harmful than another.

*» Health warnings on tobacco packaging that cover not less




than 30% of the principal display area.

— A comprehensive ban on tobacco advertising, promotion
and sponsorship or suitable restrictions if a country cannot
implement a comprehensive ban because of its constitution
or constitutional principles.

— Adoption/Implementation of effective measures to ban
sales of tobacco products to minors,

— Support for economically viable alternative activities for

tobacco workers, growers and sellers as appropriate.

JT has long been committed to some of the FCTC's provisions,
including prevention of underage smoking and curbing illicit
trade. JT believes, however, that it is better for tobacco to be regu-
lated by individual countries who can best determine the most
appropriate legislative and regulatory framework in the light of
their own actual conditions and taking into account their own
unique legal systems, cultures and social circumstance. ]T intends
to continue working with the governments of signatory nations on
appropriate and reasonable measures through which the FCTCs

provisions can be implemented.

International tobacco product marketing standards

In September 2001, ]JT and several other tobacco companies
reached an agreement on the International Tobacco Product
Marketing Standards. These standards set a baseline f{or responsi-
ble tobacce product marketing worldwide. The cornerstones of
the standards are ensuring that brand marketing has no particular
appeal to youth; restricting youth exposure to tobacco marketing;
and ensuring that adult smokers are appropriately informed about
the risks of smoking. Accordingly, marketing activities in Japan

are also subject to the standards.

Other key features of the standards include:

LU

— Uniform definitions of “advertisement,” “promotional
event,” and “sponsorship.”
— Tough gunidelines applicable 1o advertising tobacco products:
+ Print advertising is limited to publications with at least 75
percent adult readership.
« Billboard advertising must not exceed 35 square meters in size.
* Advertising on television, radio and the Internet are prohibit-
ed unless a 100% adult audience is verified.
* Advertisements cannot run in cinemas unless there is a reason-
able basis to believe that at least 75% of the audience is adult.
« Advertisements cannot feature celebrities, show individuals
that appear younger than 25, or suggest that smoking

enhances athletic, professional, personal or sexual success,

S EEEEEEEEEEEEEE——————

— Display of health warnings on advertisements, etc:

* Except for in a very small number of cases such as point-of-
sale materials that are smaller than 250 sq. ¢m, health warn-
ings must appear on virtually all advertising, promotional
and merchandising materials.

— Restriction on sponsorship:

* For events or activities that bear a tobacco product brand
name, all participants whe compete or otherwise actively par-
ticipate must be adults.

* From December 1, 2006, attendance at an event or activity
spotisored for the purpose of tobacco product brand promotion
must be comprised of at least 75% adults, and these events can
only generate incidental coverage in electronic media,

— All promotional activity limited to verified adult smokers.

Prevention ol youth smoking
The problem of youth smoking has to be addressed by all mem-
bers of society. JT has heen taking various steps toward dealing
with this problem over and above proper performance of its glob-
al business operations in the countries in which it operates, based
on its own standards, relevant local laws and regulations, and the
International Marketing Standards (IMS).

To learn more about JT's efforts 1o prevent smoking by
youths, please refer to our website.
httpy//www.jti.co jp/sstyle/think/underage/index. htinl

(for efforts in Japan)
hup/Awww jti.convenglish/corp_responsibility/youth_

smoking_prevent.aspx (for efforts overseas)

Domestic Business Environment Pertaining
to the Tobacco Business

The Japan Tobacco, Inc. law

JT was established under the Japan Tobacco, Inc. Law (JT Law) for

the purpose of developing businesses related to the manufacture,
sale, and import of tobacco products. The JT Law provides that
the Japanese government must continue to hold at least one-half
of all of the shares that the government acquired by voluntary
conveyance upon ) T’s establishment (the number of such shares
following the share split carried out on April 1, 2006 is 5 million
shares), and that even if |T issues new shares in the {uture, the
government must continue to hold more than one-third of all of
the issued shares. The JT Law also states that the flotation of sub-
scribers for new shares, for options to subscribe for new shares or,

in case of share-for-share exchange, issuance of new shares or
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issuance of options for new shares or issuance of bonds with
options or warrants to subscribe for new shares requires the
approval of the Minister of Finance. The JT Law grants JT the free-
dom to enter other non-tobacco-related business areas in line with
its overall objectives as a corporation, dependent upon ministerial
permission, in addition to the manufacture, distribution, and
import of tohacco products and tobacco-related businesses. T
must also obtain authorization from the Minister of Finance for
certain matters, including the appointment or dismissal of direc-
tors, executive officers, and auditors, amendments to JT’s Articles
of Incorporation, appropriations of surplus {except disposal of
losses), and any merger, corporate split, or disselution of JT.
Within three months after the close of each business year, JT must
issue its balance sheets, statements of income or loss, and business

report to the Minister of Finance.

Tobacco business law

The Tobacco Business Law was enacted in August 1984 for the
purpose of achieving sound growth for Japan’s tobacco industry,
securing stable government revenues, and contributing to the
healthy expansion of the Japanese economy. The Tobacco
Business Law governs the cultivation and purchase of leaf tobacco
and the manufacture and distribution of tobacco products. JT is
obliged to negotiate contracts with domestic leaf tobacco growers
to determine the total area used for tobacco cultivation and tobac-
co leaf prices based on type and quality. JT is required to purchase
the entire usable domestic tobacco crop. Contracts stipulate the
area to be cultivated and the prices of leaf tobacco for the subse-
quent year, and in this regard JT respects the opinion of the Leaf
Tobacco Deliberative Council.* As the sole manufacturer of tobac-
co products in Japan as established by law, JT must obtain the
approval of the Minister of Finance on the maximum price of each
class of tobacco released from storage to the market. Tobacco
product importers and wholesalers must register with the Minister
of Finance. and retailers of tobacco products are required to
obtain approval from the Minister of Finance. In addition, list
prices for ] T's tobacco products and imported tobacco products
must be approved by the Minister of Finance, although in general,
manufacturers’ list prices are approved unless the Minister of
Finance deems them unfair to consumers. Tobacco retailers are
only permitted to sell tobacco products at list prices that have
been approved by the Minister of Finance.

* The Leaf Tobacco Deliberative Council is a council for conferring on important mat-
ters concerning the cultivation and purchase of domestically grown leaf whacco in
response to inquiries by JT representatives. The council consists of no more than 11
members, appointed by JT with the approval of the Minister of Finance from among
representatives of domestic leaf tobacco growers and academic appointees.
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Revision of cautionary statements

In Japan, based on Article 39 of the Tobacco Business Law, the
packaging of tobacco products must, as stipulated in Article 36 of
the Tobacco Business Law Enforcement Regulations, include
“statements to promote caution regarding the connection between
the consumption of tobacco products and health (cautionary state-
ments).” In November 2003, the Tobacco Business Law
Enforcement Regulations were revised and the cautionary state-
ments were updated. The revised regulations specified eight types
of warning labels: four regarding direct effects of smoking (lung
cancer, heart attack, stroke, and emphysema), one about smoking
by pregnant women, one about passive smoking, one about smok-
ing dependence, and one about underage smoking. Each tobacco
product package must contain, on its main surfaces, at least one of
the first four types (direct) and at least one of the other four types.
The regulations specify that the various types must be visible
equally throughout the year on every category of product and
packaging. and that these warnings must take up at least 30% of
the main surface of the package. JT had completed the package
redesign for all its tobacco products by June 30, 2005, the date
when the provisional measures ended as stipulated in the supple-
ment to the regulations. With effect from July 1, 2005, all tobacco
products shipped by JT bear the statements in accordance with
these regulations. In addition, the same revised regulations specify
that il the words “mild,” “light,” or similar words are used, they
must be accompanied by specific notation to consumers so as to
avoid misleading consumers about the relationship between the
consumption of tobacco and health. The specific notation has
been introduced for all JT tobacco product shipments with effect
from July 1, 2005, as required by the revised regulations. The JT
Group intends to continue using the words “mild,” “light,” and
similar words in the domestic market, in accordance with the

specified conditions.

Revision of the guideline on tobacco advertising

In Japan, a guideline has been published concerning advertising of
tobacco products, based on Article 40 of the Tobacco Business
Law. The TIOJ* has drawn up self-regulatory standards in line
with this guideline and all member companies including JT are
abiding by these standards. In March 2004, the Minister of
Finance revised the Guideline Concerning Advertising of Tobacco
Products. With the revision, the guideline stipulates that cutdeor
advertising of tobacco producis (posters, billboards, etc.) must not
be displayed except where tobacco products are seld, or in desig-
nated smoking areas. It also stipulates that consideration must be

given to the methods of advertising in daily newspapers (with the



exception of tableids) and the phrasing and content of cautionary
statements allowed for all tobacco advertising is also specified. In
consideration of these facts, in March of the same year the TIO]
revised its voluntary codes and its member companies including
JT are continuing to implement new measures as required, such as
banning outdoor billboard advertising or brand-specific advertis-
ing in public transportation vehicles, limiting the volume of adver-
tising in newspapers, and specifying which sections of newspapers
may contain such ads.

* Tobacco Institute of Japan: The TIOQJ is a public service corporation established for
the purpose of contributing to the promation of a fair and objective social under-
standing of tobacco through the collection and propagation of information regarding
tobacco, enhancing the sound development of the tobacco industry in Japan, and
thereby contributing to the sound progress of the national economy by responding
appropriately to the social environment surrounding tobacco and carrying out vari-
ous activities.

The TIOJ was established as a voluntary organization in 1987 as an offshoot of the
Association of Tobacco Manufacturers, which was established in 1985, and was
reorganized as an incorporated body in 1990.

Cigarette vending machines

with adult identification functions

In November 2001, the Tobacco Institute of Japan (TIO]), the
Japan Tobacconist Federation, and the Japan Vending Machine
Manufacturers Association reached an agreement to cooperate in
the development and implementation of cigarette vending
machines with adult identification functions and have been work-
ing together toward equipping all vending machines throughout
Japan with such functions by 2008. Vending machines with these
functions are designed to prevent minors from purchasing ciga-
rettes from vending machines and will dispense cigarettes only
after scanning and verifying special 1C cards that indicate the
purchaser’s age. A one-year trial use of these new machines was
conducted from April 2002 to March 2003 in Yokaichiba, Chiba
Prefecture, with the full support of local authorities. Basic techni-
cal and operational knowledge was attained and market receptivi-
ty was ascertained. We are now at the stage of making necessary
preparations building on the results of these tests and those of a
further trial in Tanegashima, Kagoshima Prefecture toward the
construction of a system for nationwide intreduction of these
machines in 2008. JT fully respects the intentions of these coop-
erative efforts and intends to actively participate in the smooth
development and implementation of cigarette vending machines

with adult identification functions.

R

Tobacco Related Litigation

Lawsuits related to smoking and health in which JT and its sub-
sidiaries are involved outside Japan include damages claims filed
by individuals, medical expense recovery lawsuits filed by govern-
ments and insurers, and class actions for damages and injunctive
relief. As of the end of May 2006, a total of 13 such lawsuits were
pending in which JT or its subsidiaries are named as a defendant
or for which R] Reynolds Tobacco Company has sought indemni-
fication following JT’s acquisition of RJR Nabisco Inc.’s overseas
(non-US) tobacco operations.

At present, ] T and its subsidiaries have never lost a smoking and
health case or paid any money in order to settle a case out of court.

In addition to smoking and health cases, various kinds of
smuggling and counterfeiting of tobacco products have created
major problems for the entire tobacco industry. jT and its sub-
sidiaries are involved in lawsuits brought by the European
Community and legal claims asserted by several Canadian govern-
ments seeking compensation for damages allegedly resulting from
alleged cigarette smuggling. Also, a Canadian subsidiary of JT
received a tax assessment from the Quebec Ministry of Revenue
requiring immediate payment of the alleged loss of tobacco taxes.
That subsidiary has challenged the tax assessment in court.

In addition, there are lawsuits in which Russian substdiaries of

JT are contesting various tax assessments issued by tax authorities,

JT and its subsidiaries are confident of the correctness of their

defenses and claims and believe that they are well supported.

~
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Consolidated Five-Year Financial Summary

Japan Tobacco Inc. and Consolidated Subsidiaries
Years ended March 31

Millions of

Millions of yen U.S. dollars

20020 2003% 2004 2005 2006 2006
For the year:

Net sales ¥4544175 ¥4,492264 ¥4625151 ¥4664514 ¥ 4,637.657 $ 39,480
CEBITDA toed ‘ o C 334119 337206 373,435 400115 433391 3689
Depreciation and amortization ™2 170,314 148,333 139,401 126,744 126,445 1076

Operating income - 163,805 188963 234,034 273371 306946 2613
B . o5 e s aism T ine

For the yvear:
Net cash provided
by operating activities ¥ 80727 ¥ 258057 ¥ 334501 ¥ 250840 ¥ 150,343 $ 1.280
Net cash provided by (used in) ‘ - R ) o
investing activities (40,472) (74877} (228,620 176914 (26.358) (224
Net cash used T
in financing activities (124.838)  (111968)  (109335)  (202,196) (48,135) (410)
Free cash flow ¢ ' 31,413 170372 269,174 269,459 145,500 1.239
At year-end:
Net property,
plant and equipment ¥ 743712 ¥ 733314 ¥ 708221 ¥ 639655 ¥ 596,544 $ 5078
" Total assets S 3063,077 2957665 3029084 2982056 3037379 25857

Tnterest bearing debt i 511,738 424,499 381,203 230716 216,608 1844

Liabiliti 1400384 1283930 1467322 1430256  1,217.306 10,363
' Total shareholders equity S 1613105 162261 7037 1468204  1.762.512 15004
Profitahility:

Return on equity 2.4% 4.7% (0.5%) 4.2% 12.4% —
EBITDA margn  74% - 15%  B81% 86%  93% —

" Operating income margn 3.6% 42% 5.1% 5.9% 6% -
" Total assets tumover s 149 155 155 154 —
Stability:

Equity ratio 52.7% 54.9% 49.8% 50.2% 58.0% —

Debt/Equity ratio (times) om0 02 0.25 015 012 —

Currentratio N O 196.3% 2264%  1953%  202.7%  256.7% —
e Rt e s ot A AU A T

Long-term capital ratio 74.9% 69.7% 69.9% 67.6% 60.7% —

Notes: 1. Figures stated it 1.5, dollars in this repart are translated solely for convenience at the rate of ¥117.47 per $1, the rate of exchange as of March 31, 2006.
(1) Effective from April 2000, the consolidated financial staternents have besn prepared in accordance with new accounting standards for linancial nstraments, loreign currency transactions and
employees’ retirement benelits,
{2) Effective from January 1, 2002, goodwill and other mtangible assets of a foreign consolidated subsidiary have been accounted for in accordance with new accounting standards. Also, effective
April 2002, the Company changed its method of accounting for the translation into Japanese yen of the revenue and expense accounts of foreign consohdated subsidiaries.
(3) As discussed in Note 3 o) to the consolidated financial staternents, effective from April 2003, the Company changed its method of accounting {or the Obligation under the Public Official Mutual
Assistance Association Law,
(1) As discussed in Note 3 o) to the consolidated financial statements, effective from April 1, 2008, the consolidated financial statements have been prepared in accordance with new accounting stan-
dards for impairment of fixed assets.
2. EBITDA = operating income + depreciation and amortization
Depreciation and amonization = depreciation of tangible fixed assets + amortization of intangible fixed assets + amortization of long-term prepaid expenses + amortization of goodwill
3. FCF = (cash flow from operating activities + cash flow from investing activities) excluding the following tems:
From "cash flow from operating activities™ Dividends received / interest received and its tax effect / imterest paid and its tax effect
From "cash flow from investing activities”: Cash outflow from purchase of marketable securities / proceeds from sales of marketable securities / cash outflow from purchases of investment securities /
proceeds [rom sales of investment securities / others (hut not business-related investrnent securities, which are included (0 the investment securities item)
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Segment Information

Mitlions of yen GAlSmSS]SIaC:- E
2002 2003 2004 2005 2006 2006
Net sales ¥4544175 Y4,492264 ¥4,625151 ¥4.664514 ¥ 4,637.657 $ 39,480
Tobacco 4178034 4134466 4236920 T
© " Domestic “ i ' 3401488 3405281 28,989
* International 792,705 881,188 7502
" Phamaceutical 61868 53927 51242 S7.676 49257 419
Foods 221,197 232,404 250,138 265,380 278378 2370
* Others 83076 71467 86,851 57265 23533 200
EBITDA ¥ 334119 ¥ 337206 ¥ 373435 ¥ 400,115 ¥ 433391 $ 3,689
 Tobacco 320969 321,419 343,163 ‘ )
Domestic o - 296,031 305753 2603
 International 65,462 94003 801
Pharmaceutical (8,519) (5,110) (4,426} 5,474 (18037 (15)
Foods 2,259 546 3300 7931 11,869 o1
Others 19617 19,674 30,674 126810 22,140 188
Elimination/Corporate on 767 74 (1,593) 1339 TN
Operating income (loss) ¥ 163805 ¥ 188963 ¥ 234034 ¥ 273371 ¥ 306946 $ 2,613
" Tobacco 102114 213342 238,400
" Domestic o - 215,833 220095 1,874
International 44,458 71031 T 605
“Pharmaceutical (18,985) (13,855) (12840) 1855 (5057 (43)
Foods (11,860) (13,168) (4,851) 1,948 6325 54
Others 1,797 o3 11976 10,427 T8e73 74
" Elimination/Corporate i 730 1712 1340 (1,150) 5879 49

Four business segments, namely Tobacco, Pharmaceutical, Foods and
Others, had been used for the conselidated financial statements up to
the year ended March 31, 2005. From the year ended March 31,
2006, the tobacco segment is divided into Domestic tobacco and
International tobacco in order for our business results te be more
properly shown, considering the importance of the Group’s tobacco
business in which JT International S.A.. a foreign consolidated sub-

sidiary, conducts the main operational role. As a result, five business
segments, namely Domestic tobacco, International tobacco,
Pharmaceutical, Foods and Qthers, are used for the consolidated
financial statements, As for the results of the year ended March 31,
2005, retroactive application was made in accordance with the new
business segments as well.
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Management’'s Discussion and Analysis of
Financial Condition and Results of Operations

The following discussion of our financial condition and results of
operations should be read together with our consolidated financial
statements prepared in accordance with accounting principles gener-
ally accepted in Japan and other information included in this annual
report. This discussion and analysis contains forward-looking state-

Overview

ments that invelve risks, uncertainties and assumptions. Actual
results may differ materially from those anticipated in these forward-
looking statements as a result of a number of factors, including, but
not limited to, those described elsewhere in this annual report.

We operate primarily in the domestic and international tobacce
businesses, the pharmaceutical business and the foods business, In
our domestic and international tobacco businesses, we develop,
manufacture, distribute, and sell tobacco products, primarily ciga-
rettes. In our pharmaceutical business, we develop, manufacture and
sell pharmaceutical products. In our foods business, we develop,
manufacture and sell processed foods and develop and sell bever-
ages. Our other business segment includes our commercial real
estate and other operations.

Our net sales were ¥4,664.5 billion f[or the year ended March
31, 2005 and ¥4,637.7 billion {or the year ended March 31, 2006.
Our domestic and international tobacco businesses accounted for
74.9% and 17.0% of our net sales for the year ended March 31,
2005 and 73.4% and 19.0% of our net sales for the year ended
March 31, 2006, respectively. In recent years, net sales in our inter-
national tobacco business have become an increasingly important
companent of our total net sales; and, their increase has partially off-
set the gradual decline in net sales in our domestic tobacco business
over the past several years. In recent periods, net sales have also
increased in our foods business while decreasing in our pharmaceu-
tical business.

Our operating income was ¥273.4 billion for the year ended
March 31, 2005 and ¥306.9 billion for the year ended March 31,
2006. Although the foods business segment has recorded operating
income since the year ended March 31, 2005, our pharmaceutical
business has recorded operating losses since the year ended March
31, 1998, when we started to disclose industry segiment information,
except for the year ended March 31, 2005. As a result, substantially
all of our operating income is derived from our tobacco businesses.

While we have generally recorded operating income and net
income in each of the recent years, we recorded a net loss of ¥7.6 bil-
lion for the year ended March 31, 2004, primarily reflecting a charge
of ¥185.1 billion related to a change in an accounting pelicy for cer-
tain pension benefits obligations, which had no impact on our cash
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flows.

We greatly expanded our international sales of tobacco through
the $7.8 billion acquisition of the non-U.S. tobacco operations of RIR
Nabisco. Inc. in May 1999. The purpose of this acquisition was to
enhance and diversify our profit sources and cash flows. This acquisi-
tion expanded our ability to sell tobacco products in international
markets and provided us with the rights to intemationally recognized
trademarks such as Camel, Winston and Salem in substantially all
countries outside the United States. These three brands, together with
Mild Seven, constitute our global flagship brands, or GFBs. The inte-
gration of RJR’s non-U.S. tobacco operations and our intemational
tobacco operations was completed in 2000. Since this acquisition,
our international tobacco business sales, in particular overseas sales of
our global flagship brands, have increased steadily. We will continue
to focus on boosting overseas sales of these global flagship brands to
improve our profitability and make these global flagship brands
stronger sources of profits and cash flows,

In August 2003, we agreed with Philip Morris not 1o renew the
license agreement under which we manufactured and sold Marlboro
brand cigarettes in Japan. This agreement ended in April 2005.

In order to further diversify our future sources of profits and
cash {lows, we have been building our pharmaceutical and foods
businesses. Our December 1998 acquisition of 53.5% of the out-
standing shares of Torii Pharmaceutical Co., Ltd. substantially
increased the scale of our pharmaceutical business. We substantially
expanded our foods business through the acquisition in 1998 of a
majority of the outstanding shares of Unimat Corporation, later
renamed Japan Beverage Inc., a Japanese vending machine operator
with a large nationwide network of vending machines, and the July
1999 acquisition of the processed foods operations of Asahi Kasel
Corporation. We have been building these operations and refining
their focus through selective investments, acquisitions, joint ventures
and licensing arrangements. We are striving to transform these busi-
nesses into steady future sources of profits and cash flows.




Results by Industry Segment

Table of results by industry segment
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Four business segments, namely Tobacco, Pharmaceutical, Foods and
Others, had been used for the consolidated financial statements up to
the year ended March 31, 2005, From the year ended March 31,
2006, the tobacco segment is divided inte Domestic tobacco and
International tobacco in order for our business results 1o be more
properly shown, considering the importance of the Group’s tobacco
business in which JT International S.A.. a foreign consolidated sub-
sidiary, conducts the main operational role. As a result, five business
segments, namely Domestic tobacco, International tobacco,
Pharmaceutical, Foods and Others, are used for the consolidated
financial statements. As for the results of the year ended March 31,
2005, retroactive application was made in accordance with the new
business segments as well.

Domestic tobacco: Net sales for the domestic tobacco business
were ¥3,491.5 billion for the year ended March 31, 2005, and
¥3,405.3 billion for the year ended March 31, 2006. In addition to
sales of products we manufacture in Japan, including Marlboro,
which we manufactured under a license agreement with Philip
Morris that expired in April 2005, our domestic tobacco business
includes sales in Japan of tobacco products of foreign tobacco man-
ufacturers. We derive significantly lower profit margins from the
sale of these imported tobacco products than the rest of our domes-
tic tobacco business as our function is limited to distribution.

International tobacco: Net sales for the international tobacco busi-
ness were ¥792.7 billion for the year ended March 31, 2005 and
¥881.2 billion for the year ended March 31, 2006. International
tobacco sales include overseas sales of products manufactured by our
overseas subsidiaries and sales of tobacco products manufactured in

Japan and exported to {oreign countries, but exclude sales to China,

Hong Kong and Macau since January 2003,

Pharmaceutical: The pharmaceutical business accounted for approx-
imately 1.2% of our net sales for the year ended March 31, 2005 and
1.1% of our net sales for the year ended March 31, 2006. The phar-
maceutical business recorded an operating income of ¥1.9 billion for
the year ended March 31, 2005 since the operating income for the
year included one-time revenue from the licensing-out of a chemical
compound, but it recorded a ¥5.1 billion operating loss for the year
ended March 31, 2006. We do not expect our pharmaceutical busi-
ness to generate profits in the next few years.

Foods: The [oods business accounted for approximately 5.7% of our
net sales for the year ended March 31, 2005, and 6.0% of our net
sales for the year ended March 31, 2006. The operating income
recorded for the foods business was ¥1.9 billion for the year ended

March 31, 2005, and ¥6.3 billion for the year ended March 31, 2006.

Other: The other business segment accounted for approximately 1.2%
of our net sales for the year ended March 31, 2005, and 0.5% of our
net sales {or the year ended March 31, 2006. Net sales from the other
business segment increased for the year ended March 31, 2004 from
the previous fiscal year due to a non-recurring sale of real estate in our
real estate business, but on the whole have been decreasing over recent
periods. Operating income for the other business segnient was ¥10.4
billion for the year ended March 31, 2005 and ¥8.7 billion for the year
ended March 31, 2006. We do not currently plan to expand this seg-
ment and therefore expect net sales from this segment to decrease grad-
ually as we re-evaluate businesses in this segment.
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Results by Geographic Segment

We divide our operations into three geographic segments based on
the location of the entity recording the sales: Japan, Western Ewrope
(including Switzerland, France and Germany) and other regions. The
other regions segment comprises primarily Asia (excluding Japan but

Table of results by geographic segment

including China, Hong Kong and Macau), Canada, Russia and the
other Commonwealth of Independent States republics, the Middle
East and Africa.
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Japan: Net sales in Japan for the year ended March 31, 2006 decreased
by ¥113.1 billion, or 3.0%, to ¥3,710.0 billion from the previous fiscal
year. This decrease was primarily due to a decrease in sales from our
domestic tobacco business. Despite a decrease in operating expenses as
a result of cost reduction efforts, operating income for the year ended
March 31, 2006 decreased by ¥0.2 billion, or 0.1%, to ¥228.1 billion
from the previous fiscal year. Net sales in Japan for the year ended
March 31, 2005 decreased by ¥21.0 hillion, or 0.5%, to ¥3,823.1 bil-
lion compared to the previous fiscal year. This was primarily due to a
one-time increase in revenue from our real estate business in the previ-
ous fiscal year and a decline in sales as a result of a share transfer of our
printing business telated subsidiaries. Operating income for the year
ended March 31, 2005 increased by ¥33.3 billion, or 17.0%, 1 ¥228.3
billion compared 1o the previous fiscal year. This was primarily due to a
decrease in operating expenses as a result of cost reduction efforts.

Western Europe: Net sales in Western Europe for the year ended
March 31, 2006 increased by ¥21.3 billion, or 6.7%, to ¥338.6 bil-
lion from the previous fiscal year. This was primarily due to an
increase in sales in Italy. Operating loss for the year ended March 31,
2006 decreased by ¥2.5 billion to ¥0.8 billion from the previous fis-
cal year. Net sales in Western Europe for the year ended March 31,
2005 increased by ¥8.7 billion, or 2.8%, to ¥317.3 billion compared
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to the previous fiscal year. This was primarily due to an increase in
sales as a result of GFB sales volume growth. Operating loss for the
year ended March 31, 2005 decreased by ¥17.6 billion to ¥3.4 billion
compared to the previous fiscal year. This was primarily due to a
decrease in operating expenses as a result of cost reduction efforts.

Other Regions: Net sales in other regions for the vear ended March
31, 2006 increased by ¥64.9 billion, or 12.4%, to ¥589.1 billion from
the previous fiscal year. This was primarily due to an increase in the
international tobacco sales by JT International, particularly in coun-
tries such as Russia, Iran, Ukraine and Taiwan, Operating income for
the year ended March 31, 2006 increased by ¥24.2 billion, or 49.6%
to ¥72.9 billion from the previous fiscal year. Net sales in other
regions for the year ended March 31, 2005 increased by ¥51.7 billion,
or 10.9%, to ¥524.1 hillion compared to the previous fiscal year. This
was primarily due to an increase in international tobacco sales by JT
International, particularly in countries such as Russia and Taiwan, as
well as an increase in net sales of our foods business in Australia.
Operating income for the year ended March 31, 2005 decreased by
¥8.9 hillion, or 15.4%, to ¥48.7 billion compared to the previous fis-
cal year. This was primarily due to an increase in operating expenses
for aggressive marketing activities,




Outlook of Results for the Year Ending March 31, 2007

It is too early to forecast resulis of operations for the fiscal year end-
ing March 31, 2007. However, based on current trends and other fac-
tors known to us, we believe that net sales will increase due to bal-
anced growth in sales volume in both mature and emerging markets
for the international tobacco business. This increase will be partially
offset by a decrease in sales volume for the domestic tobacco busi-
ness, reflecting in part the effects of the tobacco excise tax increase
imposed in July 2006.

We expect operating income to decrease due to a decrease in
sales volume for the domestic tobacco business, reflecting in part the
tax increase, This decline will be partially offset by top-line growth in
the international tobacco business from focusing on GFB and enhanc-

Resulits of Operations

ing our brand portfolio, and cost reduction efforts.

We expect net income to decrease although improvements in net
finance income (interest and dividend income less interest expense)
and foreign exchange impact are expected.

Cigarette vending machines with adult identification functions
are scheduled to be introduced nationwide in Japan in the fiscal year
ending March 31, 2009. We expect to bear part of the initial costs up
to the fiscal year ending March 31, 2009, and part of the running
costs thereafter,

Qur actual results of operation could vary significantly from those
described above as a result of a number of factors including, but not lm-
ited to, those discussed in “Forward-looking and cautionary staternents.”

Income Statement Data

Millions of yen SA]S” ig;ﬁ;;i
For years ended March 31 2004 2005 2006 2006
Net sales ¥4.625 151 ¥4664514 ¥ 4637.657 $ 39480
Cost of sales T 3684013 3,713,725 3734074 31,788
Gross profit 941,138 950.789 903,583 7,692
Selling, general and administrative expenses 707,104 677,418 596.637 5079
Operating income 234,034 273,371 306,946 2,613
Other expenses, net (241 642) (172,038) (5953 51y
Income (loss) before income taxes (benefit) and
minority interest (7.608) 101,333 300,993 2,562
Income taxes (benefit) 4813 31,565 94,896 808
Income (loss) before minority interest (2,795) 69,768 206097 1754
Minority interest 4808 7,184 4,555 38
Net income (loss) ¥ (7.603) ¥ 62584 ¥ 201542 3 1,716

Year Ended March 31, 2006 Compared to Year Ended March
31, 2005

Net sales

Net sales for the year ended March 31, 2006 decreased by ¥26.9 bil-
lion, or 0.6%, to ¥4,637.7 billion. Net sales amounts discussed below
represent amounts after the elimination of intersegment revenues.

* Domestic tobacco business

Net sales for the domestic tobacco business comprises sales in Japan
(including duty-free sales) of tobacco products manufactured by us in
or cutside japan, products manufactured by foreign tobacce manu-
facturers for which we serve as wholesaler, and sales for the China,
Hong Kong and Macau markets. which are conducted by the China
Division. The group’s net sales for the domestic tobacco business
were ¥3,405.3 billion, a decrease of ¥86.2 billion or 2.5% in net sales
from the previous fiscal year. The sales volume of JT’s tobacco prod-
ucts in Japan decreased by 23.7 billion cigarettes, or 11.2%, to 189.4
billion cigarettes [rom the previous fiscal year. Sales volume declined
despite the positive effect of the increased sales volume of JTI prod-
ucts for the Japan market such as “Camel” “Winston” and “Salem”
since May 2005, mainly due to the continued decline in total demand
for cigarettes caused by an aging Japanese population, growing con-

sciousness of smoking and health and tightening smoking regula-
tions. The decline in sales volume was also accelerated by the termi-
nation of the license agreement for Marlboro products in Japan at the
end of April 2005, The sales volume of tobacco products in Japan
excluding Marlboro products and including “Camel”, “Winston” and
“Salem” (on a like-for-like basis for comparability purpose) decreased
by 7.6 billion cigatettes or 3.9% from the previous fiscal year.

¢ International tobacco business

Net sales from the international tobacco business were ¥881.2 hillion,
an increase of ¥88.5 billion or 11.2% from the previous fiscal year.
The sales volume of our intemational tobacco business increased by
7.9 billion cigarettes, or 3.7%, to 220.3 billion cigarettes, and global
flagship brands (“Camel”, "Winston”, “Mild Seven” and “Salem”,
hereinafter, “GFB”) also increased by 2.4 billion cigarettes, or 1.8%,
to 133.8 billion cigarettes, The sales volume and GFB sales volume of
our intemational tobacco business excluding the Japan market (on a
like-for-like basis for comparability purpose) increased by 13.0 bil-
lion cigarettes or 6.3% and 6.9 billion cigarettes or 5.6% from the
previous fiscal year, respectively. Net sales in U.S. dollar terms
increased due to an increase in sales volume, a positive impact on
market and product mix and the imposition of higher tobacco excise
taxes in some markets. Sales denominated in foreign currencies are
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first translated into U.S. dollars and then translated into Japanese yen
using the 12-month average rate. Net sales in U.S. dollar terms
increased due 1o the weakness of the U.S. dollar, and the weakness of
the Japanese yen against the U.S. dollar also increased the size of the
net sales increase when these U.S. dollar amounts were translated
into Japanese yen. The average exchange rates between the Japanese
yent and U.S. dollar used for the translation were ¥108.23 to $1.00
for the year ended March 31, 2005 and ¥110.26 to $1.00 for the year
ended March 31, 2006.

» Pharmaceutical business

Net sales in the pharmaceutical business decreased by ¥8.4 hillion, or
14.6%, to ¥49.3 billion for the year ended March 31, 2006 {rom the
previous fiscal year. Despite one-time income from the licensing of
JTK-303 (anti-HIV) to US-based Gilead Sciences, net sales decreased
principally due to decreases in the royalty revenue from “Viracept” and
in net sales of Torii Pharmaceutical Co., Ltd. (heretnafter “Torii”), and
the lack of one-time income from the licensing of JTT-705 (dyslipi-
demnia), as had been received in the previous fiscal year.

+ Foods business

Net sales from the foods business increased by ¥13.0 billion, or 4.9%, to
¥278.4 billion from the previous fiscal year. Net sales in the processed
foods business increased by ¥5.2 billion, or 5.9%, to ¥03.0 billicn as a
result of an expansion of scale in the frozen processed foods and chilled
processed foods businesses. Net sales in the beverage business increased
by ¥7.8 hillion, or 4.4%, to ¥185.4 billion, mainly due to the continu-
ous expansion of beverage vending machine sales channels.

¢ Others

Net sales from other businesses decreased by ¥33.7 billion, or 58.9%,
to ¥23.6 billion, due primarily to a decline in the number of consoli-
dated subsidiaries by the transfer of their shares.

Cost of sales

For the year ended March 31, 2006, cost of sales increased by ¥20.3
billion, or 0.5%, to ¥3,734.1 hillion from the previous fiscal year,
principally as a result of an increase in sales volume of our interna-
tional tobacco business, the purchase of Marlboro products through
owr subsidiary instead of their manufacture by JT and the expansion
of scale in the foods business. This increase was largely offset by a
decrease in sales volume of our domestic tobacco business and the
positive impact of business restructuring measures implemented in
the previous fiscal year.

Selling, general and administrative expenses

For the year ended March 31, 2006, selling, general and administra-
tive expenses decreased by ¥80.8 billion, or 11.9%, 1o ¥596.6 billion
from the previous fiscal year. The decrease was due primarily to a
decrease in personnel expenses resulting mainly from the business
restructuring measures implemented in the previous fiscal year and a
decrease in royalty payments on Marlboro products.

Operating income

As a result of the foregoing factors, operating income increased by
¥33.6 billion, or 12.3%, to ¥306.9 billion. Operating income by busi-
ness segment was as follows:

» Domestic tobacco business

Operating income in the domestic tobacco business for the year
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ended March 31, 2006 increased by ¥4.3